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Neglected Commercial Discounts 


J. Hucu Jackson 


The old adage that accounts which fail to tell the truth are 
worse than no accounts at all is open to the wide interpretation as 
to what constitutes truth. The common method of handling com- 
mercial discounts has been to debit a merchandise discount account 
for all discounts taken by customers on sales which the business 
has made to them and to credit the merchandise discount account 
for all discounts which the business takes on purchases made 
from others. The counterbalancing entry, obviously, is a credit to 
the customer or a debit to the creditor for the amount of the 
discount. In many cases the more progressive bookkeeper has 
divided the merchandise discount account into a discount on 
sales account and a discount on purchases account; but the 
principle stated above still remains true. It is only the amount 
of the discount allowed or received that is recorded on the books 
of the business. 

When it comes to the income statement there is considerable 
variation in the methods used by accountants. Discounts on sales 
are considered (a) as a deduction from gross sales in order to 
ascertain net sales, (b) as a selling expense and are included in 
the operating section of the income statement or (c) as a collec- 
tion expense and are grouped among the administrative expenses 
of the business. Good arguments may be advanced perhaps for 
any of the methods mentioned. Discounts on purchases are either 
deducted from gross purchases, to ascertain the net purchases of 
the period, or are treated as a sort of interest income in the other- 
income section of the income statement. The writer believes that 
in each case the element of discount should be added to the real 
sales or purchases to determine the net sales revenue or purchases 
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outgo of the period ; and the reason will be obvious as this discus- 
sion proceeds. 

The purpose of accounting is to reveal the true condition of a 
business. But does the balance-sheet of a business, when pre- 
sented to the proprietors or stockholders thereof, show all facts 
which are vital to the successful continuation of that business? 
Even when combined with the income statement, as ordinarily con- 
structed, much of this information is lacking. The value of the 
assets and the amount of the liabilities, the net proprietorship, the 
earnings of the year, the gross sales and other interesting facts 
may be shown. But what is the credit condition of the business? 
Does it pay its bills promptly? Are its accounts receivable slow 
pay? Many such vital questions may arise in the mind of the 
stockholder, and it is the purpose of this paper to suggest one 
method by which some information of this nature may be obtained. 

In the purchase and sale of merchandise a discount for quick 
payment is usually allowed. A few of our great corporations have 
standardized this rate at one-half of one per cent per month, but 
this can scarcely be considered a commercial discount as that term 
has been used and as it is usually understood. The ordinary dis- 
count makes quite a distinction between a quick and a slow pay- 
ment. Thus, on a certain purchase a discount of 5 per cent may 
be allowed for payment within ten days, 3 per cent for payment 
within thirty days, or prices are net if paid within sixty days. The_ 
real value of the merchandise is the gross selling price less the 
maximum discount allowable. To state this another way, the 
man who pays his bill within the ten-day period is paying the value 
of the merchandise itself much more nearly than is the man who 
pays his bill at the expiration, let us say, of the sixty-day period. 
A business with good credit and with good management will see to 
it that the highest discount offered is taken, and if this discount 
is deducted from the gross purchases of the period the books will 
show a correspondingly low valuation for the merchandise. On 
the other hand, the business with such poor credit that it can pay 
its bills only at the last minute will be paying the maximum price 
for its merchandise, and it is very likely to happen that the business 
with the poorest credit will have the highest value for its merchan- 
dise on its books. This discount should not be considered as adding 
anything to the value of the merchandise, for the cost of manu- 
facturing or distributing the goods sold to the sixty-day man can 
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be no greater than that of the goods sold to the man who paid 
his bill promptly. The 5’per cent has nothing to do with the 
merchandise; it is entirely a payment for and for the gisk 
involved. This infers that the merchandise should be charged to 
the merchandise or purchases account at the gross figure less the 
maximum discount allowed; and that is exactly what should be 
done. The gross cost should not be entered to the merchandise 
account even temporarily, but the discount allowed should be pro- 
vided for in some other way. 

This requires, in the treatment of purchase and sales discounts, 
a complete shift in the point of view from that usually maintained. 
Discounts taken on accounts payable are not profits, but neglected 
discounts are losses. Anyone could have purchased the goods at 
the minimum price. It is only because the business is unable to take 
advantage of these discounts that money is lost, and this is the 
fact that should be known to the proprietors or stockholders of that 
business. Likewise, discounts allowed on sales are not losses, but 
collected discounts are profits. The business is perfectly willing 
to sell any and all of its product for the gross price, less the 
maximum discount, and anything over and above that which is 
collected because of delayed payment on the part of the customers 
is pure profit. The sales account should be credited for only the 
amount which the business is willing to accept for a cash pay- 
ment within the minimum discount period, for that is the real sale 
value of the merchandise. The balance is a payment by the 
customer for the risk assumed by the business on his account, and 
the books should ‘show that fact. 

In the case of public utilities, this question of discounts not 
taken or of forfeited discounts has been given considerable atten- 
tion. No attempt is made here to exhaust the subject, and a few 
of the state regulations are referred to only as showing the trend 
in this direction. In the uniform classification of accounts for 
electric companies prescribed by the public service commission 
of Pennsylvania, effective January 1, 1919, account No. 333, under 
operating revenue accounts, is entitled “‘consumers’ discounts for- 
feited and penalties imposed.” It is prescribed for classes A, B, 
and C electric utilities, and provides: 

“Credit to this account the amounts of those discounts 
the utility allows its consumers on condition that they pay 
their electric bills on or before a specified date, and which are 
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forfeited by the consumers because of their failure to pay their 
bills within the specified time. 

“Credit also to this account the amounts of penalties im- 
posed by the utility on its consumers because of their failure 
to pay their electric bills within a stated time.” 

A similar provision is made for class D electric utilities through 
account No. 36 shown in the appendix to the regulations. The 
accounts do not definitely state how this income shall be reflected 
in the income statement, but it would undoubtedly be shown as a 
separate item, showing definitely the amount of revenue realized 
from this source. This would mean that the several accounts 
recording metered sales of electricity would be credited for the 
amount charged customers less the amount credited to the account 
No. 333 referred to above, thus-showing in the several “metered 
sales” accounts the real value of the commodity sold. 

The public service commission of Missouri, through its general 
order No. 12, effective January I, 1915, and prescribing a uniform 
system of accounts for electrical corporations, provides revenue 
account No. 181, “discounts forfeited,” to which shall be credited 
“all revenues derived from the forfeiture of discounts by con- 
sumers.” 

Other commissions, such as those of New Jersey and Mary- 
land, maintain the old view and provide in substance that “credits 
to the various revenue accounts shall be made upon the basis of 
bills rendered or of gross prices,” and that “discounts for prompt 
payment, corrections of overcharges, overcollections theretofore 
credited and afterward corrected,” etc., shall be “charged to the 
revenue account to which they relate.” 

Still other state commissions, notably that of Colorado, in its 
uniform system of accounts for gas utilities, effective January 1, 
1916, provide that “where it is the custom of the utility to grant 
a discount from the gross bill or to add a penalty to the bill 
where payment is not made on or before a prescribed date, such 
discounts or penalties shall be charged or credited” to the earnings 
from sales for (a) commercial lighting or (b) commercial fuel. 
However, “utilities desiring to do so may open sub-accounts to 
show the minimum bill and the discount or penalty items.” 

In this respect, then, while some state commissions have taken 
no definite action on the question, the trend is somewhat in advance 
of commercial accounting. Yet the commercial business, due to 
keen competition on all sides, has a far greater need of knowing 
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definitely every source of income and every possible point of leak- 
age. It is for this very reason that the commercial executive 
should have placed before him clearly the facts concerning neg- 
lected discounts on purchases and collected discounts on sales, 
as well as the discounts actually taken both on purchases and on 
sales. 

The next question to consider, then, is the ease with which this 
information may be obtained. The principle is simple, and the 
two-column sales book and purchase book only will be used for 
the sake of illustration. Suppose a purchase is made of Haw- 
thorne & Co., under date of Dec. 5th, amounting to $1,200.00, 
terms, 5/10, 3/10, n/60. 

Purchase book 














Purchase 
Date Folio Acc’ts and explanation! Purchases | discounts 

allowable 
DME, Soncce x Hawthorne & Co...... | $1,140.00 $60.00 














The entry above is self-explanatory. Accounts payable (and 
Hawthorne & Co.) are credited for $1,200.00, merchandise pur- 
chases account is debited for $1,140 (the real value of the merchan- 
dise), and purchase discounts allowable is debited for the allowable 
discount, $60. At the end of the month the posting would be simi- 
lar to that given for the one transaction above, and the individual 
creditors would be credited as from any other purchase book. In 
the cashbook there would be on the credit side of the book the ordi- 
nary column for accounts payable and the column for discounts 
taken on purchases. If a bill was paid within the credit period 
the discount would be taken, and the entry would be made exactly 
as has always been done for a similar transaction. 

The sales book would be similar to that above shown, the two 
right-hand columns being entitled “sales” and “sales discounts 
allowable.” The customers’ remittances would be entered in the 
cashbook, as has always been done, and the discounts shown in the 
discounts taken on sales column when they were taken. There is 
no complication whatever in the method of handling either the 
purchase book or the sales book, and there would be no change 
from the usual method of handling the cashbook either for receipts 
from customers or for disbursements on account of accounts pay- 
able. The principle may be applied equally well to the multiple- 
column book, and to any of the various methods of handling pur- 
chase and sales invoices. 
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In the ledger either one or two accounts may be kept for the 
purchases and a like number for the sales. The writer prefers 
the four accounts, for there would be no question then concerning © 
the meaning of the amount in any one of the accounts. The 
accounts might be entitled “purchase discounts allowable,” “dis- 
counts taken on purchases,” “sales discounts allowable” and “dis- 
counts taken on sales.” 

Suppose, to use the illustration above given, that the business 
paid the bill of Hawthorne & Co. thirty days after the purchase 
and received a 3 per cent discount thereby. If this was the only 
transaction for the period under consideration, the ledger accounts 
would stand as follows: 









Merchandise purchases Purchase discounts allowable 






























12/5 $1,140.00 12/5 $60.c0 





Hawthorne & Co. 





Discounts taken on purchases 








$1,200.00 1/4 $36.00 


Cash 


1/4 $1,200.00 12/5 








1/4 $1,164.00 

The purchase discounts allowable account shows that the busi- 
ness was entitled to take a $60 discount, but the business failed to 
take that discount. As a result, instead of showing a $36 profit 
because of discounts taken on purchases, which is the common 
method of looking at the transaction, this shows that the business 
has lost $24 which it might have saved. Here is a leak that the 
business should know about, but under ordinary methods of 
accounting would not only not be known, but the management 
would tend to pat itself on the back because of the $36 profit it had 
made by taking the discount. The transactions of a month or of a 
longer period would show the same results and the ledger accounts 
would give information much more of value to the management 
than under the more common method of handling the accounts. 
Similar transactions might be used to illustrate the sales discounts 
allowable and the discounts taken on sales accounts, but the result 
is too obvious to require further illustration or explanation. 

At the end of the monthly or fiscal periods the discounts taken 
on purchases account may be closed into the purchase discounts 
allowable. Any balance will be on the debit side of the account, 
and will show by how much the business failed to take advantage 
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of the discounts that it might have taken. If advantage of every 
discount was taken, the accounts would obviously balance each 
other. This proves our thesis as above stated that the discounts 
taken on accounts payable are not profits, but that the neglected 
discounts are losses. For purposes of closing the ledger accounts 
and of preparing the manufacturing or operating statement the 
losses from neglected purchase discounts or the profits from col- 
lected sales discounts may be handled in the manner that the 
individual business or accountant desires. The writer prefers to 
attach them directly to the purchases and sales, so as to show the 
gross cost or return from these merchandising operations. If pre- 
ferred, the loss from neglected discounts on purchases may be 
shown as an operating loss, or both the loss on the purchase dis- 
counts and the profit on the collected sales discounts may be 
included in the other income and expenditures section of the income 
statement. It is important to observe, however, that under the 
method here outlined the balance of merchandise on hand will be 
valued at the minimum price, regardless of whether advantage of 
the purchase discounts allowable was taken or not. To make 
the point perfectly clear, let us assume that the purchase of mer- 
chandise from Hawthorne & Co. consisted of 1,000 units of goods. 
Assume further that 900 of these units were sold at $1.50 per 
unit, that a 5 per cent discount was allowed on the sales, but that 
sales discounts of only $50 were actually taken by customers. 
The income statement might then appear as follows: 


Income statement for month ended December 31st 


Seles, ono enlte at Gah, Mie Bb... ... 0. cc cscicotncrpecvecasens $1,282.50 
Sales discounts allowable................005+ $67.50 
Less: discounts taken on sales........... 50.00 
Profit from collected discounts... . 17.50 
Geoes taccmnn Crear GN oc. os sc cnswvecccssscicutiacses $1,300.00" 
Contra: 
Purchases, 1,000 umitS...........s2seeeeeeee $1,140.00 
Purchase discounts allowable................ $60.00 
Less: discounts taken on purchases...... 36.00 
Loss on purchase discounts........ 24.00 
Less: $1,164.00 
Inventory, 100 units at $1.14 (cost).......... 114.00 
Gross merchandising cost..... $1,050.00 


Gross profit on trading. ...........0seeeeeeee 
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Now let us compare these results with what is usually shown. 
The ordinary trading statement would be somewhat as follows: 
Income statement for month ended December 31st 


Sales, 900 units at $1.50 
Less: sales discounts 


Contra: 


Less: inventory (100 units at $1.20) Y 1,044.00 





Gross profit on trading $ 256.00 


Instead of a $17.50 profit because of allowable discounts col- 
lected from customers, this latter statement shows a $50 loss from 
sales discounts; and instead of a $24 loss because of neglected 
purchase discounts the management is priding itself because of a 
$36 profit. The inventory, which will appear in the balance-sheet, 
is 5 per cent overvalued in the latter statement. Real informa- 
tion concerning the ability of the business to take advantage of its 
discounts is shown in the former statement; the latter statement 
tells only one side of the story and the less important side at 
that. Concerning allowable discounts on sales, the former state- 
ment tells how many of these the business has succeeded in collect- 
ing, while the latter statement gives no information at all that would 
enable the management to keep in touch with this possible source 
of profits. The recording of possible discounts gives to the man- 
agement and to the stockholders of the business information con- 
cerning certain conditions existing within the business that it is 
essential for them to have, yet the obtaining of that information, 
as outlined in the above simple scheme, is comparatively easy. The 
point to be remembered is that it is not the purchase discount taken 
which is so important from the standpoint of the management as- 
it is the discount not taken, for the failure to take advantage of 
purchase discount may reflect an insufficient amount of working 
capital or other inherent weakness in the financial condition | of the 
entire business. 























Factory Costs* 
By L. T. Konopax 


While it is true that certain principles underlie all factory cost 
systems for the same industry, it is equally true that no one system 
will fit all the factories in that industry. The forms used and the 
manner of accumulating the detail must be governed by the physi- 
cal operations and the production methods employed, which differ 
in practically every factory even though the same product is manu- 
factured. The cost system described in the following pages was 
designed for a factory manufacturing transmissions, and the only 
claim made for it is that it fits the conditions of the particular fac- 
tory for which it was designed, but not the industry as a whole. 
It was designed for a factory making its first step toward eff- 
ciency, and an attempt was made to avoid complications, which 
would discourage further efforts. 

The forms provided for reporting the various transactions of 
the factory were designed to facilitate handling the clerical work in 
a routine manner with the least consumption of time. 

It is imperative that the men employed in the factory be im- 
pressed with the importance of the system, for the cost records 
are based entirely upon reports issuing from the factory employees. 
When a new cost system is installed various difficulties are en- 
countered and its introduction is sometimes opposed by the em- 
ployees, for the system may mean a curtailment of privileges, 
closer supervision and more effective work—all of which are ad- 
vantageous to the plant. Possibly some minor points of the system 
as first installed will require revision in the light of new 
developments, but there is no doubt in regard to its successful 
operation if supported by the management. 

By keeping the physical operations of the factory in mind this 
report will be easily comprehended, for the cost system merely 
records them in dollars and cents . The ease with which costs are ac- 
cumulated depends entirely upon the manner in which the factory 
is operated. The records must follow the same routine as the pro- 
duction, and if the production is thoughtfully and systematically 





*A thesis presented at the May, 1920, examinations of the American Institute of 
Accountants. 
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planned the records will naturally follow in the same order—and, 
of more importance, the production costs are then at a minimum. 

The accounting of the company is divided into two distinct 
classes, segregating all expenditures for production, constituting 
factory costs, in one group of accounts and the expenditures for 
general administrative and selling expenses in another group of 
accounts. The factory cost includes all items incident to the manu- 
facture of the product and may be further subdivided into direct 
and indirect costs. The direct cost of an article includes the cost 
of all material that goes into it and the labor cost of the men per- 
forming the work. The indirect costs include all items which can 
not be charged in entirety directly to the article being manufac- 
tured, such as supervision, power, depreciation and all other items 
of expense necessary for the factory’s operation. Indirect cost 
is generally called overhead and will be pro-rated over the cost 
of the various articles made in the factory in proportion to the 
direct labor consumed in their production. 

The operation of the systern will be started with a complete 
inventory of all raw material, material in process of manufacture, 
finished parts and assemblies. The inventory of the work in pro- 
cess will be posted to the cost sheets for the respective part num- 
bers, and the raw material, finished parts and assemblies will be 
posted to the stock record cards. 

When material is received in the factory it is reported on a 
receiving slip from which the quantity and unit cost are entered 
on the stock record. Material returned to the shipper is reported 
on a return purchase slip and the quantity is deducted from the 
balance on hand as shown by the stock record. 

When the manufacture of each quantity of a part is started, 
an identification tag is fastened to that particular group or lot 
showing the lot number, part number and the quantity 
started. The bottom of the tag contains a requisition, on which 
the material used is recorded, which is then detached from the 
tag and sent to the cost department, where it is priced, charged to 
the cost sheet and credited to the stock record. 

The cost of all work performed in the factory is accumulated 
on cost sheets, which are carried for each part or assembly of parts 
or for orders to cover various expenses and work other than 
regular production. The part number is always recorded by the 
employees of the factory when reporting work performed or ma- 
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terial used in the manufacture of a part or assembly of parts. 
When working on a part, the lot number shown on the identifica- 
tion tag is also reported. If work, for which orders are provided, 
is performed the employee designates the order number on his time 
report in the place of the part number. 

The parts made in the factory will be entered on the stock 
records from the cost sheets and those used in assemblies com- 
pleted during a month will be determined from specifications of 
parts required and reports from the factory of the quantity of 
assemblies completed. It will not be necessary for the factory to 
make requisitions for parts used in assemblies. 

However, as parts are found defective when fitting them in the 
assemblies and as only the parts required according to the speci- 
fications are charged to the costs, it will be necessary to return 
to the stock room all material found defective, and the stock- 
keeper will report it to the office on a defective material report from 
which the stock records will be credited. When entering the re- 
ceipt of such material on his reports, the stock-keeper will segre- 
gate it according to the disposition he will make of it. That is, he 
will group the material to be scrapped on one report, the material 
to be repaired on another and the material to be returned to the 
shipper on another. 

Each employee will record the time he spends on each job on 
which he works during the day, whether he is paid on a day rate 
or piece rate. The daily time tickets are to be approved by 
the foremen and sent to the cost department, where the rates and 
extensions are entered and they are then posted to the cost sheets 
and payroll. 

The inspector will make out the piece-work ticket in duplicate, 
giving the carbon copy to the employee as a receipt for the work. 
The original is sent to the cost department where it is priced, ex- 
tended, entered on the employee’s daily time report, posted to the 
cost sheet and filed according to part and lot number. 

As stated before, all parts being manufactured in the factory 
are identified by a lot number designated on a tag attached to one 
of the parts and as the work progresses the clock number of each 
employee performing any operation on the part, the number of 
the operation performed and the quantity completed and passed 
by the inspector are entered on the tag. The advantages of this 
tag are to aid the inspector in determining the correct count, to 
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avoid errors of paying more than once for performing the same 
operation on the same part and to insure a report of the material 
used for the cost records, 

If the employee does not complete, before quitting time, the lot 
passed to him, only the quantity actually completed will be en- 
tered on the tag at that time and the balance will be entered when 
completed. If it is desired to break a lot and send some through 
ahead of the remainder, the quantity on the original tag should be 
changed to agree with the quantity left behind, and a new tag, 
bearing the same lot number as the original, should be attached to 
the parts sent through ahead, and the quantity, operator’s number 
and operations should be recorded thereon for the parts in that 
group. 

The costs are accumulated on sheets segregating the material, 
the labor for each operation and the overhead. A separate cost 
sheet will be used for each part number and the number of lots for 
the same part grouped on one sheet will be determined by the cost 
department. By recording the lot numbers for the material used 
and the labor for every operation, it is an easy matter for the clerk 
posting these sheets to determine any discrepancies in count. When 
a cost sheet is closed, the costs are totalled and reduced to a unit 
cost which is transferred to a comparative cost record. In time 
this record will be valuable to indicate fluctuations in costs, but 
the final analysis must be made from comparison of the original 
cost sheets. 

All material used for assemblies will be credited to the stock 
record and charged to the assembly cost sheets from specifications 
of parts required and will not be reported on a requisition from 
the factory. The assembly labor is posted from the time tickets 
and, upon the closing of the cost sheets, the overhead is added to 
ascertain the cost of the completed articles. They are then en- 
tered on stock cards from which they are credited when sold. 

There is a considerable difference in the overhead per hour 
or dollar of labor for the various departments in the factory, which 
becomes evident by comparing the equipment used by a man at a 
bench with a few tools and an electric light with the man at a ma- 
chine costing several thousand dollars which requires expensive 
repairs, power, oils, etc. Therefore, all the individual expenses of 
a department will be charged directly to it and the remaining items 
of overhead will be pro-rated to the various departments in pro- 
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portion to the benefits which they receive therefrom. Separate 
overhead rates will be determined for each department by dividing 
the total departmental expenses by the number of its productive 
labor hours. 


DESCRIPTION OF FoRMS 

Receiving slip. A separate receiving slip, made in duplicate, 
is used to report all material received on each purchase order 
number. Both copies are delivered to the office, where the dupli- 
cate remains for the office files. The unit prices are entered on 
the original, which is then delivered to the cost department and 
the quantities and unit costs are posted therefrom to the stock 
record card, indicating the receiving slip number in the reference 
column. The original is then filed according to number in the 
cost department. 


Stock record. A separate stock record card is used for each 
part to perpetuate the inventory, and the quantity of each part 
on hand and its cost when the inventory is taken will be posted 
to the respective cards. The material received for stock is added 
to the balance on the stock record cards from receiving slips, 
from defective material reports of material to be stocked or 


returned to shipper and from closed cost sheets. All raw ma- 
terial used is reported by the requisitions detached from the 
identification tags and the quantity so used is entered on the stock 
record and deducted from the balance on hand. Finished parts 
used in assemblies are deducted monthly in total for quantities 
as shown on assembly cost sheets. Parts used for customers’ 
repairs—charged or gratis—are deducted as reported. 


Identification tag. Each lot of a part manufactured is to be 
tagged and identified by the lot number on the tag. If it becomes 
necessary to divide a particular lot of parts and send some through 
ahead of the others, an additional tag bearing the same lot number 
will be used. The requisition attached at the bottom of the tag 
should be properly filled in, stating the quantity of material used, 
the part number of the completed part and the number of pieces 
started. This requisition is delivered to the cost department and 
the quantity of material used as designated thereon should be 
credited to the stock record card. The unit and total costs are then 
entered on the requisition and posted to the cost sheet for the 
part number designated. The requisition is then filed according 
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to lot number until the end of the month when an adding machine 
list is made and the total cost shown thereon is charged to work in 
process and credited to the stock room. 

The inspectors or employees should record the operation num- 
ber, quantity completed and passed by the inspector and the oper- 
ator’s number in the spaces provided on the identification tag. 
When the part is finally completed the tag is sent to the cost de- 
partment as notification. 


Defective material report. All material which is defective, 
due to poor workmanship or other causes, should be returned to 
the stock room. The stock-keeper should make daily reports to 
the office of all such material received, stating what disposition will 
be made of it. Such material as castings, etc., if returned to the 
foundry before any work has been performed upon them in the 
factory will not be reported on a defective material report; but 
if an operation has been performed on the material and it is then 
found defective the stock-keeper should report the receipt of such 
material. Separate reports should be used to report the material to 
be scrapped, repaired for stock and returned to the shipper, re- 
spectively. The cost department will enter the costs on these re- 
ports and credit the various cost sheets to which the material has 
been charged. At the end of the month they will be summarized 
to show the total cost of parts scrapped, repaired for stock and 
returned to shipper. 


Return purchase slip. All material returned to a shipper is 
recorded on a return purchase slip in duplicate. The carbon copy 
is sent to the cost department and the quantity shown thereon is 
credited to the stock record card. The original is delivered to 
the office and an invoice against the original shipper is made there- 
from. 


Report of material used. Frequently material purchased for 
the manufacture of the company’s product will be used for other 
purposes, such as making new tools, repairs, etc., and it should 
be reported to the office on the report of material used, The quanti- 
ties thus reported are credited to the stock record and the report 
is priced, posted to the cost sheet and filed according to order 
number until the end of the month, when the total cost is obtained 
and charged to work in process, crediting the stock room. 


Piece-work ticket. Piece-work tickets are to be made by the 
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inspectors, reporting on a separate ticket each kind of part worked 
on during the day by the operator. These tickets are to be made 
in duplicate ; the original is sent to the office and the carbon copy 
is given to the operator as a receipt for the work. In the office 
these tickets are priced, extended, checked with the employees’ 
daily time report and posted to the cost sheet for the part number 
designated. They are then filed according to part number, 


Time report. A daily time report is to be approved by the 
department foreman for each employee. It will show the disposi- 
tion of his time for the entire day, whether piece-work or day 
work, and the part number or order number, etc., on which he 
worked. In the office these tickets are extended, entered in the 
payroll book and posted to the cost sheets. They are then filed 
according to the employees’ clock numbers and accumulated for 
each pay period. 


Cost sheet. A separate cost sheet is used to record the cost of 
manufacturing each part, assembly or work performed on orders. 
These sheets are filed in a binder according to part number or 
order number. When the requisitions are posted the lot numbers 
are also entered in the space provided on the sheet as a check 
against incorrect labor postings. The posting of time tickets is 
segregated to show the total labor cost of performing each opera- 
tion on the part. When the cost sheet for a particular part is 
closed, overhead is added and the totals are summarized and trans- 
ferred to the comparative cost record. The quantity completed is 
posted to the stock record cards for finished parts or assemblies. 
The cost sheet is then withdrawn from the current file and the total 
of all closed orders is charged to the stock room and credited to 
work in process. The charges accumulated on orders will be 
closed each month by charging the respective expense or asset 
accounts and crediting work in process. 

At the end of each month the cost sheets are proved by trial 
balance with the controlling account carried in the general ledger. 


Comparative cost record. A separate comparative cost record 
is kept for each part number and the costs accumulated on a cost 
sheet are transferred, w!:en the cost sheet is closed, to the com- 
parative cost card. 


Assembly cost sheets. The cost of assemblies completed is 
computed on an assembly cost sheet on which the parts required 
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are listed in detail. The stock records are credited with the parts 
used, and the unit and total costs are entered on the assembly cost 
sheet. The assembly labor and overhead are then added. The 
total quantity assembled is entered on the stock record and the 
total cost of assemblies for each month is charged to finished 
product and credited to work in process. These sheets are then 
posted to the comparative cost cards and filed according to part 
number for further comparison, 


MoNTHLY JOURNAL ENTRIES 


The following journal entries, necessary to prepare the gen- 
eral books for the compilation of the monthly financial and profit 
and loss statements, are to be made by the cost department and 
given to the general bookkeeper : 


Dr—Work in process 

Cr—Raw material stores 
Total cost of raw material used, taken from requisitions detached 
from identification tags. 


Dr—Raw material stores 


Dr—Material spoiled and scrapped 

Cr—Work in process 
Total cost of material found defective in process of manufacture 
as shown by summary of defective material reports. 


Dr—Work in process 
Cr—Raw material stores 
Total cost of material used as shown by reports of material used. 


Dr—Work in process 

Cr—Overhead distributed 
Total overhead as shown by manufacturing expense accounts in 
general ledger. 
Dr—Finished parts 

Cr—Work in process 
Total cost of parts and assemblies completed as shown by cost 
sheets. 


Dr—vVarious accounts, as designated on special orders 
Cr—Work in process 
Total cost of special orders closed. 
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Dr—Work in process 
Cr—Finished parts 
Parts used for assemblies as shown by assembly cost sheets. 


Dr—Finished product 
Cr—Work in process 
Total cost of assemblies completed, from assembly cost sheets. 


Dr—Cost of sales—repair parts 
Cr—Finished parts 
Total cost of parts used for repair orders charged to customers. 


Dr—Gratis repairs 
Cr—Finished parts 
Total cost of parts used for repair orders gratis to customers. 


Dr—Cost of sales 
Cr—Finished product 
Total cost of transmissions scld. 





Information Desired by the Banker* 
By Jutren H. HILvi 


In the invitation of your committee to talk to you this after- 
noon, you have given me an opportunity to say in all sincerity 
what seems strange from the lips of a banker: “I am delighted 
to be surrounded by so many bank examiners.” Bank auditing 
is properly an important part of your professional work, even 
though it be not so remunerative as other branches. It is also 
gratifying to me to be assured of the fact that, however, far short 
I may fall of what is expected of me to-day, I, at least, as a 
banker, have the privilege of exacting interest for once from my 
auditors. 

The banks of this country are becoming more and more de- 
pendent every day on your profession and we often wonder how 
our business was conducted without you. It is with special pride 
that we regard the Virginia Society of Public Accountants, and 
I can assure you, certainly for my own part and I feel that I can 
speak for the majority of my fellow bankers, that the spirit of 
cooperation which you have shown is most heartily reciprocated. 

To this end, I shall try to give you, in a very general way, 
the manner in which the banker who is not expected to be a pro- 
fessional accountant reviews the reports prepared by you. 

Possibly the phases which I shall attempt to cover may sug- 
gest to you some method of standardizing as nearly as practicable 
the reports of your audits. Of course, I realize that many obstacles 
are encountered by you in making uniform reports; but the fact 
that you can say to your client that certain vital information 
must be incorporated if the statement is to be submitted to his 
bank as a basis for credit may help you to surmount such 
difficulties. 

When the audited statement of a firm or corporation is pre- 
sented to the officer handling that particular account, his first and 
casual perusal of it will include, primarily, a careful reading of 
the preamble and comments of the auditors, thus ascertaining the 


“A paper read at a meeting of the Virginia Society of Public Accountants, 
Richmond, Virginia, September 4, 1920. 
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scope of their examination. Next, the statement of assets and 
liabilities will be scrutinized with special regard to the ratio of 
quick assets to current liabilities. Here let me say that it is always 
very helpful to the banker if these items with their proper sub- 
totals are given first and the fixed items last, 

Next for observation is the operating or profit and loss state- 
ment for the year. Unless reports have been made at stated 
intervals to the bank, it is vital that a comparison with previous 
years or at least the previous year be given in your report. This is 
equally true of the asset and liability exhibit. 

These two statements are in a general way the guide to the 
banker in analyzing the credit standing of his customer or pros- 
pective customer; and in former days this was frequently con- 
sidered ample information. But with changed conditions, with 
the vast amount of saving to be effected by employing proper 
methods of accounting, with the research now being made to 
determine ratios in every line of business and their proper appli- 
cation and, most vital of all, with the complex conditions of the 
business world at the moment, the banker is “from Missouri” 
and wants an exhaustive audit. He doesn’t always get it, but I 
am inclined to think that in a few years your clients will them- 
selves realize that a partial examination of their affairs is poor 
economy and will themselves have nothing less than a complete 
report. 

With existing conditions two asset factors are of utmost im- 
portance: the inventory and the accounts receivable. Close atten- 
tion should be paid by you to the methods of determining the 
inventory figures given you (and I hope the time will come when 
the cost of an appraisal by experts, associated with you, will not 
be prohibitive). When the inventory is not made directly under 
your supervision, you can greatly assist us in your comments, in 
telling us, first, how it has been reported to you that the inventory 
has been taken and whether in your opinion the methods used tend 
to accuracy. When a partial checking (as to larger items by 
means of invoices, for instance) is made by you, it should be so 
stated in your essay. Frankly I think you owe it to yourselves, 
to your client and to his bank to be explicit on this item, especially 
if you have any reason to suspect in any degree overvaluation 
or undervaluation of merchandise of whatever nature. And in 
these days of transportation difficulties, with goods to be paid for 
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long before arrival, please tell us fully about goods in transit. 
Careful analysis of all accounts and bills receivable, segregated as 
to current and past due, should be furnished for the benefit of the 
bank. It aids the banks very much to have the ratios worked out 
on these items, but, of course, these ratios are not essential. 

At present, it is also very important to the banker to see item- 
ized schedules of accounts and bills payable. These are the prin- 
cipal points to be emphasized as to the elaboration of the informa- 
tion on items hitherto scrutinized less carefully. 

But bear this in mind—the banker prefers always the best 
report that can be obtained and to my mind an examination should 
never include less than 


1. Introductory comments and criticisms pro and con 
of each exhibit. 


2. Statements of assets and liabilities with the arrange- 
ment of current assets and current liabilities first, under 
their respective debit and credit headings. 

3. Operating or profit and loss account, preferably with 
comparison with figures for same date of previous year, 
and in view of present practices (entirely legitimate, 
as I regard them) an itemized list of officers’ salaries. 

4. Accounts receivable, in detail showing which are past 
due and how long past due, when not widely dis- 
tributed or very voluminous. 

5. Bills receivable and trade acceptances with contingent 
liability on items rediscounted. 

6. Accounts payable, showing separately current accounts 
and any accounts past due, when not too voluminous. 

7. Bills payable, scheduled in detail. 

8. Capital stock, detailed list of stockholders with respec- 
tive numbers of shares held, when the corporation is a 
“close corporation” or when the stock is not widely 
held. 


9g. Insurance, bonds, etc. 
It would be of great value to the banker were the accountants 
to include in their comments, in addition to remarks as to deprecia- 


tion, reserves, etc., any general information as to the general con- 
duct of the business having any bearing whatever on the financial 
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soundness of the firm or corporation under review, not ordinarily 
reflected in the figures. This is a broad request, but it might be 
borne in mind, so that when consistent such facts could be in- 
corporated. 

Under this general heading, I might mention the value to us 
of information as to the accuracy of the cost system, the com- 
mission, bonus or profit-sharing plan, which, though outside the 
range of an audit, are nevertheless phases of a business that come 
to the attention of the accountant and are frequently of consider- 
able importance to the banker. Again I want to stress the need of 
close scrutiny of and comment on the methods of providing for 
depreciation and other reserves. 

In addition to the schedules enumerated, it is customary with 
some accountants to give other ratios. I might add that many 
of the banks, in their analyses of statements, frequently determine 
for their own purposes ratios of (a) worth or capital to fixed 
assets (to determine if too much capital is invested in plant) ; (b) 
receivables to merchandise (as merchandise converted into receiv- 
ables takes a profit into the statement) ; (c) sales to receivables, 
to gauge the promptness of collections; (d) sales to merchandise, 
to ascertain the turnover; (e) sales to worth, to show the turn- 
over of capital; (f) profits to sales, for obvious reasons. 

I mention these ratios because of the assistance they may 
render your client if made a part of your statement from year 
to year. While, of course, in using them for comparative purposes, 
the ratios are determined by us from statements of other cus- 
tomers in similar lines of business, which we have on our books, 
you can readily see that with the much broader field represented 
by the many examinations that you make in various lines you 
are able more nearly to get the barometric figures. Such figures for 
qualitative purposes in your reports should invariably work to 
great advantage to your clients. 

The audited statement is daily growing in importance in 
determining the extension of credits, but there are thousands of 
concerns which have yet to appreciate the advantages accruing to 
themselves as well as to their banks, and I do not hesitate to tell 
you that we are daily advocating the value of periodical audits 
by certified accountants, and I rejoice to see that even among the 
smaller banks the audited statement is now recognized as of first 
importance. 
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Probably, from the standpoint of the plain, every-day banker, 
I have touched upon some angles of the statement analysis that 
are more technical than the subject assigned me should cover. 
Not all banks are yet so fortunate as to have on their staff one of 
your profession, as is the case with our bank, and consequently 
they do not attempt to dig quite so deeply as we do. Yet there are 
many points (exceptional, I grant you, and specific rather than 
general) which it would be interesting to discuss, if time per- 
mitted. 

There is only one criticism which I want to make as a part 
of this rambling talk, and it is so succinctly set forth in the July 
issue of THE JouRNAL oF AccounTANcy that I shall read it in full: 


A recent issue of THE JouRNAL oF ACCOUNTANCY contained editorial 
comment on the misuse of accountants’ certificates. Attention was drawn 
to the danger which lies in the publication of a portion of a certificate or 
financial statement without the context. 

The most notorious incident on record of the perversion of the written 
word by omission is Bismarck’s mutilation of the Ems dispatch, which in- 
duced the Franco-Prussian war. All decent men everywhere damn the 
iniquity of that offense; yet men overlook the comparatively unimportant 
criminality which attaches to the omission of essential statements in a 
financial report. Such an offense seems insignificant compared with an 
international incident, but the principle, or lack of principle, is the same. 
No essential phrase or word or punctuation mark should be omitted if by 
‘such omission the intent of the writer is distorted, 

Accountants are awaking to the danger which lies in condensation of 
their reports, and some of them are insisting upon a clear, full reproduction 
of their original certificates and statements. 

A method adopted by one prominent firm is worthy of consideration. 
Every report emanating from that firm bears the following printed note: 


“The publication of any condensation or modification of 
statements herein contained, or the use of our certificate de- 
tached from its context, or the use of our name in connection 
with the sale of securities or other publicity, will not be sanc- 
tioned unless first submitted for our approval.” 


This limitation upon the use of an accountant’s report, if generally 
adopted, would go far to prevent deception of the public, such as is too 
easily effected if financial statements be published in any form not fully 
reflecting the facts. 

Perhaps all of you have read this. I trust and believe that 
none of you has pursued the policy thus condemned. Even though 
you furnish a statement of assets and liabilities separate from the 
detailed report you should indicate that it is a part of a detailed 
report, so that the banker will be put on notice that a complete 
audit has been made. 

To make up a balance-sheet for general use without an examina- 
tion—well, I’ll not insult your intelligence by remarking on this. 
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In conclusion let me say that as vital as is your work to the 
banker, it can never be the final word for him in determining 
credit. Remember those four basic factors: character, capacity, 
application and capital. Sometimes it is quite difficult for the 
accountant to understand the banker’s viewpoint. If this happens 
with you, talk it over with him. He wants your criticisms and 
maybe he can occasionally change your way of thinking or vice 
versa. He is always open to conviction. And a closer relationship 
between the men of your profession and of ours cannot but tend to 
safer and saner business methods and constructive work along 
many lines, 








Accounting for Income in Eleemosynary 
Institutions* 


By Percy D. MITCHELL 


Attention in industry as in the home centers to-day around 
the high cost of living and stereotyped as its discussion has be- 
come it will not cease to hold our interest until its effects have 
been dissipated. In most manufacturing and commercial indus- 
tries selling prices have, in true accord with economic laws, kept 
pace with purchase and productive costs and thereby have main- 
tained income ratios. Actually such concerns have increased 
profits, speaking generally, but are perhaps no better off if those 
profits are measured in terms of purchasing power. Naturally 
the stockholder as such finds himself in much the same position, 
though perchance conservative directors, having in mind probable 
days when demand does not so greatly exceed supply, have for 
the time being sacrificed him for the benefit of the corporation. 

But what of those corporations, institutions, estates and indi- 
viduals whose income largely arises from long-term investments 
relatively safe and of correspondingly low returns? Where such 
investments are found, an income which has not varied with ris- 
ing costs exists. Money values have changed, to be sure; but 
with that change has fallen the value of many strong investments 
to the point where the loss which would attend their sale offsets 
any advantage in income that might attend current purchases. 
Thus not only has the income of these concerns not increased in 
purchasing power but also no increase has occurred when meas- 
ured only by the dollar. 

Among such unfortunates are banks and eleemosynary insti- 
tutions. Of banks the smaller, particularly state banks, such as 
those devoted entirely to savings deposits, have suffered most. 
Trust companies and national banks have benefited by the in- 
crease in successful business to an extent partly offsetting rising 





*A thesis presented at the May, 1920, examinations of the American Institute 
of Accountants, 
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costs. But the less liquid savings bank has found its only relief in 
increased deposits which have enabled it to purchase at the present 
advantageous market. But little immediate benefit has been de- 
rived as, excluding amortization, it must wait for much of the 
increment so obtained until the purchased securities mature. On 
the other hand its expenses, for the most part small, consisting 
largely of salaries, have been slow to increase. 

But in the case of eleemosynary institutions costs have mounted 
rapidly while the large portion of income derived from securities 
has not followed suit. With them the ratio of income to expense 
has become an acute question. It is therefore pertinent to con- 
sider their income accounting. 

Further reason for inspection of accounting for income exists 
at this time because of the approach of a period of depression 
which economic history indicates will follow present expansion 
of production and inflation of values. That such a period may 
be particularly grievous is deducible from the already strained 
conditions of transportation corporations and public utilities gen- 
erally. Probably more than fifty per centum of the income from 
securities held by savings banks and eleemosynary institutions is 
derived from such corporations. Foresight therefore demands 
preparation for properly recording income due, but unpaid—in- 
come in arrears. 

Inasmuch as the scope of this thesis scarcely allows for devel- 
oping in detail the peculiarities and necessities of more than one 
accounting system, directness of treatment will from this point be 
applied only to eleemosynary institutions and of them only to the 
college or university. It is hoped thus concretely to present a 
method of accounting for income which will admit of ready 
adaptability to other institutions and to banks and other organiza- 
tions where income from securities is a considerable item. 

Income accounting might be construed to cover many forms 
of income based on the various sources from which it comes; but 
each form has its own peculiar problems. For that reason, dis- 
cussion here will be limited to that income which is derived from 
securities such as stocks, bonds and mortgage notes. Income from 
rents may be considered as included if it be borne in mind that 
supporting statistical information is more important relatively 
than in the case of bonds, for instance. 

There are several methods in use for accounting for these 
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incomes : cash, accrual and amortization combined with the accrual 
method. And there is another method which combines the cash 
and accrual methods. For the purposes of this discussion amort- 
ization will be considered only by saying that in ordinary cir- 
cumstances its practical application is doubtful for the three 
reasons that it requires time which institutions can ill afford; that 
it accrues income that may never be received; that it accrues in- 
come the cash from which is not available for expenditure. 

The cash method is most widely used, for it meets effectively 
those difficulties which amortization encounters: it is simple, re- 
quiring a minimum of time; it is certain, meeting all demands of 
conservatism and in no way forestalling donations by income 
inflation ; and lastly it does not record the income until it is avail- 
able for use. This last is important for the income of institutions 
is rarely adequate. Indeed someone has said that no self-respect- 
ing institution would operate without a nominal deficit. And 
where the income, as it frequently is, is wholly or partly re- 
stricted, the cash method is nearly imperative. 

On the other hand the cash basis alone is inadequate. Granting 
its advantages of ease of operation, conservatism, availability for 
use—the question next arises: Does it properly safeguard re- 
ceipt of income? 

Certain it is that any system of accounts which does not take 
cognizance of all important details is inadequate. Inadequacy 
is particularly reprehensible in institutions, recipients of charity ; 
and in no other type of organization, excepting possibly banks, 
does incompleteness bring its dire results so surely. Thus, through 
defective accounting a manufacturing corporation suffers a cash- 
ier to embezzle a certain sum of money and measures its loss by 
that sum. Its sales or income are in no other way affected. But 
let a charitable institution through no more neglectful methods 
stand such a loss and its goodwill in obtaining donations is im- 
paired for an indefinite period. 

Where income is actually received regularly when due, the cash 
method does supply a fairly safe record. But where such items 
are numerous and defaults occur the cash method fails to leave a 
clearly defined record of arrears. This objection may be met 
by accruing the income as it becomes due; but this method en- 
counters two of the difficulties already discussed: the income 
is inflated and it is unavailable. Moreover it creates the impres- 
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sion of availability and it inflates the income at the time when 
there is the least probability of its being received. 

There remains for consideration, then, the other method which 
combines the cash and accrual ideas. In practice some attempt 
is often made to use this method in a sort of hit-or-miss way, but 
rarely is it found an integral part of the accounting. Neverthe- 
less it can be applied without unduly increasing the time and labor 
of bookkeeping, without inflating income, and without distribut- 
ing income until it is available. Furthermore, it will supply a 
complete record—and that which is complete can scarcely fail 
to be adequate. 

There are two other desiderata which combining the cash and 
accrual methods supplies as well as or to greater extent than either 
method alone: continuity and availability. The very nature of the 
income accruing in regularly repeated intervals in the same amount 
requires a continuous record to be properly intelligible to finan- 
cial committees and other trustees of institutions, frequently so 
busily engaged with their own affairs that only perfunctory or 
occasional attention is given to affairs of trust. Thus even an 
auditor’s report that certain income for the year just ended has 
not been received will be noted for the moment but will not 
be followed up during the current period. To effect continuity all 
income not received must be carried forward to following periods. 

Such a continuous record is easily available both to officers and 
to auditors. If all the income that could possibly be received has 
been charged, one account can be used to indicate that fact. The 
treasurer, trustee or other officer can determine the status at a 
glance. The auditor, too, can readily check the whole matter; 
whereas under the cash method he must somehow build up the 
accrual method to insure completeness. It may not be axiomatic 
but it is a fairly safe rule to follow that that method which audits 
most readily has superior qualities. 

In effect, combining the cash and accrual methods means that 
although the income is accrued as it matures, it is not distributed 
for disbursement until it has been actually received. The formula 
for accomplishing this is two-fold: (1) make the accrual method 
an integral part of the double-entry accounting: (2) arrange 
the income register to account as well for principal as for income, 
In other words the income register should be a detail investment 
ledger to the extent that it records in every instance changes in 
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principal and is the basis of double entries re matured income. 
Indeed, in institutions with several millions involved, it may 
when supplemented by proper statistical records serve as the in- 
vestment ledger, and that ideally, because combining simplicity 
and small amount of labor. 

To make accrual accounting an integral part of the double- 
entry system it is necessary to charge the accruals to some balance- 
sheet account, with the stipulation that a reversal of the entry may 
not be made except by express vote of the finance committee or 
trustees. In other words, it is not enough to use memorandum ac- 
counts: 1, e., offsetting debit and credit accounts which are event- 
ually eliminated by simply reversing the originating entries. 

The method to use can be best explained by illustration. 


(a) Income receivable, XXX 

To income matured, Xxx 
(b) Cash, xXx 

To income receivable, XXX 
(c) Income matured, XxX 

To sundry income accounts, XXX 


By this method income receivable is charged, entry (a), with 
all income as it matures. That account is then accountable for 
in cash, entry (b), and no other credits should be allowed except 
by recorded vote of finance committee or other trustees. Income 
receivable may sometimes and after a period probably would con- 
tain two elements, income receivable in arrears and income receiv- 
able to be received or slightly delayed. Distinction, of course, 
should be drawn, and to that end the trustees once a year might 
authorize transfer to a separate account of that income in arrears 
which it is believed will scarcely be received soon if at all. Such 
income would be that from bonds of corporations in default and 
undergoing reorganization and from mortgages in process of fore- 
closure. 

Here a word may be added regarding the advisability of accru- 
ing income after default. It is maintained that, if it is not dis- 
tributed for disbursement, it should be accrued, for that is the very 
essence of the problem and to lapse at such a time would im- 
pair the method to the point of making it almost futile. Until 
otherwise authorized the treasurer should be accountable for all 
the income from a security exactly as if the debtor corporation 
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had not defaulted. And, since income is not distributed for dis- 
bursement until received, no false hopes are developed. Many 
reorganizations arrange to pay the income in default either at a 
reduced rate or in securities. Where the medium is securities, care 
should be used in their valuation for entry. 

But it is not enough that the income register be the basis of 
the double-entry income accounting. If it does not serve the 
further purpose of an investment ledger it must be self-demon- 
strating that its totals both par and book agree with the invest- 
ment control or balance-sheet just as truly as a ledger does. This 
statement would seem so axiomatic that it need not be emphasized ; 
but in practice such correlation has been found lacking. This im- 
portant deficiency has in such instances appeared to result either 
from incompetency (failure to understand the importance of 
such correlation) or from faulty methods. By this phrase is meant 
the inadequacy so frequently found as the effect of old methods, 
once sufficient perhaps, but now outgrown. Endowment funds 
have grown largely during the past two decades and not always 
has the accounting therefor kept the pace. 

In still «nother way should the income register be tied to the 
balance-sheet—the income matured and unaccounted for cur- 
rently must be properly forwarded, the balance forward agree- 
ing with the debit balance of the balance-sheet account income 
receivable which was charged by entry (a). It is not enough 
simply to leave blanks, unchecked items, etc., to represent income 
in arrears—each period’s deficiency must be carried forward and 
charged to the period following. This may be done by summariz- 
ing the debits and credits for each period and forwarding arrears 
as one does a cash balance or by arranging the register so that the 
columns provide the necessary balance plainly without summary. 

At this point consideration may be given to the inclusion of 
arrears income in the balance-sheet as a policy of the institution. 
For internal purposes—for the treasurer, finance committee, presi- 
dent, auditor and others—there seems every reason for its inclu- 
sion. But where it is the custom to print and to distribute a 
treasurer’s report which ought—though frequently like those of 
municipalities it does not—to contain a balance-sheet, objections 
may be raised that such inclusion might by giving impressions 
of a financial prospect more hopeful than warranted and of mis- 
management forestall donations. This is serious reason but of 
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doubtful weight. It is to be assumed that such balance-sheets are 
of interest primarily to an intelligent class of people who should 
for the most part be able to read properly a well expressed bal- 
ance-sheet. If, then, care be used to indicate clearly the nature 
of the item of arrears income and its corresponding reserve, no 
misunderstanding ought to arise. Or if anything further be thought 
necessary, brief comment in the written report might explain, 

Attention to the position of income receivable on the balance- 
sheet will do much to avoid misconceptions. On the asset side 
it should be analyzed, as already mentioned, to show current in- 
come overdue and arrears income the receipt of which is doubtful, 
the former being a current asset and the latter an item of suspense 
or contingency. On the liability side, the credit account income 
matured but not received may appear as deferred income if the 
item be current; but, where the debit or portion thereof is carried 
as suspense, a corresponding portion of the credit should be used 
as a valuation reserve. Careful consideration of attendant pros- 
pects of receipt will determine which position is preferable. 

As to the question of suggesting mismanagement, if misman- 
agement has occurred, the potential effect of publicity might pre- 
vent its recurrence and, while there might be exceptions, incidental 
publicity such as would accompany distribution of a balance-sheet 
should be given, unless well founded reasons can be assigned for 
not doing so. But it should be clearly understood that an arrears 
balance not unduly large does not indicate mismanagement neces- 
sarily, for the very nature of the income under consideration im- 
plies the risks of judgment. 

Inherent in the correlation of the income register and the bal- 
ance-sheet is the problem of handling the so-called uninvested por- 
tion of funds. Frequently this phraseology is used to designate 
investment of a temporary nature such as savings deposits, certifi- 
cates of deposit and the like. These deposits occurring at the in- 
ception of a fund, at the time of addition of a portion of the 
income, at the maturity of some investment, or of some portion, 
as in the case of serial bonds and part payments on mortgages, 
and at the time of investment by reason of the purchase price not 
exactly coinciding with the amount available for investment, 
usually are made only until fit opportunity for more permanent 
investment is found. But since such underinvestments frequently 
produce income, they should be handled exactly as investments 
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for longer terms. In fact, whether they produce income or not, 
they are accountable in the usual way for the two reasons that they 
are potential producers of income and that the income register 
must be in continuous accord with all balance-sheet figures apper- 
taining to investments. It is to be noted further that such items as 
result at times of investment from the fact that purchase prices 
fall somewhat short of the uninvested cash available are often 
quite as permanent as the investment, but are usually small. 

To accomplish proper recording of such uninvested portions 
care must be used in segregating them according to funds. In 
the case of a larger amount this separation should be made by the 
actual deposit of the cash by itself as well as in the accounting 
records, although it is expected to retain its integrity for only a 
short time. Even where the items are small, such segregation 
should be made on the books, but it may be found impracticable 
to keep eight-cent cash balances separate or to account for the 
income on each two dollars separately. The process of consolida- 
tion should, however, be employed sparingly and with discretion. 

Proper attention to details as outlined in the foregoing para- 
graphs should leave a record of all income that ought to have 
been received and thereby supply an adequate basis for proving 
that it had been received. It remains to record as accurately its 
distribution after receipt. It is not within the scope of this 
thesis to deal with voucher systems and the like supporting the 
actual disbursement of the income received, but rather to study 
at this point the condition attending the entry appearing above as 
transaction (c) : 


Income matured, xxx 
To sundry income accounts, XXX 


The function of this entry is to distribute among the various 
income accounts the income to which they are entitled when it has 
been received. By income account reference is made to the ele- 
mental income account of that triad fundamental to all fund ac- 
counting: fund, investment, income. The relationship of that 
triad entitles the income account to all the income received from 
the investment. (The word “received” is used advisedly, on the 
basis of the preceding discussion of the relative methods of record- 
ing income accrued and income received.) And, when that has 
been accomplished by entry (c), the same relationship entitles the 
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same income account to an explanation of the use of the income. 
In other words, disbursements under the fund may be made only 
as directed by the conditions of the fund and when so made are 
chargeable to the income account. A bookkeeping detail is met 
here: i. e., where such disbursements are numerous it is often ex- 
pedient to charge them directly to a special account or accounts 
which are later in total closed to the income account. 

These charges to income account are sometimes by the terms of 
the fund carried to principal or are payments to beneficiaries sub- 
ject to life interests. The latter present no problems within our 
present discussion, as the payment ordinarily terminates the trans- 
action ; but the former supplies some of the cash mentioned above 
as uninvested. Auditors should note here that investment of this 
cash or its deposit at interest should follow the date of its receipt 
very closely. 

Charges other than those just mentioned will for the most 
part present no accounting difficulties. Nice judgment may be re- 
quired to satisfy the conditions of the fund, for all manner of limi- 
tations are frequently employed; but, important as strict adher- 
ence to these restrictions is, they do not affect the accounting 
methods as a rule. 

Sometimes, however, such income is distributable by appro- 
priation. In such cases the appropriations, if numerous or in- 
volved, should be charged against the income account and carried 
as appropriations are usually carried. Care should be exercised 
that any balance of such appropriations is carried forward, re- 
turned to the income account or otherwise properly handled as 
indicated by the terms of the fund. 

After all charges, an unexpended balance sometimes remains. 
In some circumstances, as where more than ample funds have been 
provided for some specific purpose, an ever-increasing balance 
remains. It is important that the cash representing such balances 
be properly segregated and, where no immediate prospect of its 
disbursement is seen or where many such items exist at all times, 
demand deposit at interest seems to be required, the benefit, of 
course, accruing for purposes of the funds involved. In effect 
this adds a portion of the income temporarily at least to principal, 
an amount already more than adequate for current needs. In such 
circumstances when cash for general uses is short (and it usually 
is, and that properly in eleemosynary institutions) the objection 
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is sometimes raised that it is not good business to borrow at six 
per centum while there is available money either idle or earning 
but four. The objection has a practical sound, but until permission 
from the courts or from the donors has been obtained such in- 
fringement constitutes a breach of trust and should never be em- 
ployed even temporarily. 

It is thus seen that, since the disposition of the income ulti- 
mately depends on the conditions of the fund providing it, at no 
point in the accounting should the restrictions under which the fund 
is created be overlooked. By accruing the income when it ma- 
tures, but distributing it only when received, conditions of the 
fund are readily met, and in addition a more complete check of 
income, continuous and easily available, is recorded. No inflation 
of income occurs, but no income, whether received or not, is 
overlooked. 

















Accounting for the Handling of Scrap Metals* 
By F. A. HAMILTON 


The character of the scrap metal business is such that very 
little interest has been taken in it by the people generally, yet it 
has been developed to tremendous proportions—in fact the value 
of the gross business done annually aggregates many hundreds of 
millions of dollars. 

To direct and conduct a scrap metal business might, at first 
glance, seem to be a simple matter, yet I venture to say that some 
of the keenest minds in the country to-day are interested to such a 
degree that they are practically devoting their entire time to carry- 
ing on this business. 

When we consider the vast number of uses we find for iron 
and steel products alone, to say nothing of the other numerous 
metals or combinations of metals, we must agree that the business 
has become highly important. I should like to state the object of the 
business and a few of the peculiar accounting situations found in 
it. Let us consider the matter under the following classifications : 

Object of the business aside from that of profit making. 

The source of the metal. The purchase and sales contracts. 
The matching of one with the other and the accounting pro- 
cedure incident thereto. 

Operating statement showing the result of operation for the 
period. 

Balance-sheet showing the financial position of the company 
at time of closing the books. 


OBJECT OF THE BUSINESS 


The object of the business primarily is, of course, to con- 
duct it in such a manner that it will earn a profit on the investment, 
but, aside from that, it would appear that the real object is to 
find certain grades of materials and distribute them to the numer- 
ous steel mills, rolling mills, foundries and other concerns for the 
purpose of reclaiming and converting this material. 

It is a well-known fact that certain mills or foundries produce 


*A thesis presented at the May, 1920, examinations of the American Institute of 
Accountants. 
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or manufacture only a specific product; therefore, their require- 
ments as to raw materials must be met by furnishing certain 
grades of the various kinds of metals or mixtures in order that as 
little material as possible be lost in processing. As an instance, 
I might cite the case of a rolling mill which uses railroad car axles 
for the purpose of rolling bar iron. This is done with practically 
no loss of material. Or I might mention the case of a smaller 
business which purchases certain scrap metals and on refining 
them obtains Babbitt metal of various grades, white metal used by 
the printing trade in linotype machines, etc. There are also thous- 
ands of other instances where special requirements are supplied 
by the reclaiming of material in the scrap metal business. 


PuRCHASE AND SALES CONTRACTS 


The purchase contracts are made with the idea of matching 
the sales contracts against them ; hence it will be necessary to treat 
purchase and sales items under one heading so far as the contract 
accounts only are concerned. 

Purchase contracts are entered into with large industrial plants, 
railroad corporations and others for the purchase of scrap ma- 
terials to be delivered on order during a period of time and at a 
specified price. It is necessary, of course, to scrutinize a contract 
from time to time in order to learn whether or not it is being 
executed in accordance with the agreement; hence a record is 
provided on this contract for the recording of deliveries as to 
dates, tonnage and amounts. 

There is also another method used by the company in pur- 
chasing material. A municipal plant may be bought outright; or 
a steam or electric railway may be bought as it stands. The 
miscellaneous material obtained through dismantling may be ap- 
plied on sales contracts or shipped into one of the company’s 
yards. It sometimes happens that the deal contemplated is too 
large for the company to handle alone, in which event the pur- 
chase is made on a joint account proposition, one or more other 
dealers coming in and sharing the expenses before the distribu- 
tion of the profits is made. 

Sales contracts are entered into with steel and rolling mills 
and many other concerns for the sale of the material, running 
into orders for hundreds of thousands of tons during a specified 
time, said material to be delivered with the full understanding 
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that the company is to be permitted to originate shipments any- 
where in the country provided that the specified classification of 
material is maintained. A record is also provided on the sales 
contract showing deliveries to customers or dealers as to dates, 
tonnage and amounts. 

Let us, at this time, consider the accounting procedure in 
reference to the direct shipments controlled by the purchase and 
sales contracts. At the time the shipment is made by the con- 
signor, should consignor represent an industrial plant, it may be 
billed to the customer direct, or if the shipment was forwarded by 
a dealer and it is deemed advisable not to permit the customer, for 
various trade reasons, to know who forwarded the material, or 
to permit the dealer to learn the name of the customer, it may be 
billed to the company at delivery point, and the waybill may be 
sent to the office of the company, which in turn reconsigns the 
car. On the cars billed direct to customers orders are issued to 
the carriers authorizing delivery. 

When shipment is made by the consignor, an invoice should 
be mailed to the company immediately. The purchase invoice, 
when received, is at once recorded in a book called the car record, 
showing the name of consignor, date, car number, contents, weight, 
etc. The car then being ordered out or delivery authorized, the 
purchase invoice is handed to the billing department, where a 
sales invoice is made out in duplicate against the customer for 
the identical material. When proper office references are noted 
on the duplicate invoice, which has become the sales book, 
the entry in the car record is completed by showing to whom 
the car was sold. The information necessary to be shown on the 
purchases and sales contracts, as to tonnage received and de- 
livered applying on certain contracts, can at this point be collected. 

When it is considered that anywhere from two hundred to 
four hundred cars may be handled daily and that a great many 
are rejected owing to overcharge in price or freight, short weight 
in tonnage or incorrect classification of material, or because per- 
haps the material is up to specifications but cannot be used by that 
particular mill, one can readily appreciate the necessity of cor- 
rectness in handling this accounting feature of the business 
through the car record. 

It must also be understood that many of the materials pur- 
chased are of a mixed nature and for a great deal there is 
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no ready market. Perhaps the opportunity to sell arises, but the 
material is so far removed that the freight charges prohibit the 
sale, as the profit would be consumed by the carrier for the hand- 
ling. In this event, it is shipped to the nearest yard, the company 
usually operating some six or eight throughout the country. The 
same procedure as to entry in the car record as noted above regard- 
ing direct shipments is followed. 

An important matter should be noted at this time. Many 
cars are rejected at destination or in transit, and this makes it 
absolutely necessary to act promptly in order to avoid payment for 
demurrage, storage and like charges by the carriers and others. 
This can be accomplished by diverting the cars to some other cus- 
tomer’in that vicinity or to one of the company’s yards, electing 
to reduce the price to the original customer by an understanding 
with the consignor that the purchase price be reduced correspond- 
ingly or the entire shipment be thrown back on the hands of the 
consignor, in which event an adjustment of some kind or other 
in regard to expenses incurred becomes inevitable. 

At this point a difficult question sometimes arises as to the 
journal entry which will tell the story truly and correctly. As 
much material is bought and sold subject to acceptance or rejec- 
tion on delivery, depending on certain grades or classifications, 
a great number of cars is rejected. The reason for this in many 
cases is that the material is not inspected by the company before 
or after shipment. Should the charges have been made against 
the customer on the books of the company and the invoice of the 
creditor be passed for payment, and in many cases paid, it becomes 
necessary to make a journal entry. Such entries would be formu- 
lated as follows: 


Sales returns : : 
at selling price 


to customer 


Creditor , j 
at buying price 


to purchases 


In addition to items mentioned above, a few others would have 
to be considered, such as equalizing freight charges based on 
certain points of delivery, controversies over scale weights and the 
like, so that it becomes evident that the journal entries should 
be made with care and good judgment. 

There is another important matter attaching to the fulfillment 
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of the purchase and sales contracts. For many reasons it may 
become necessary to void the contracts either voluntarily or in- 
voluntarily owing to conditions within or without the company’s 
control. Should the purchase contract be partly filled at the time 
of voidance some equitable agreement, if possible, is reached and 
settlement made either by payment of cash or otherwise. This 
settlement may run into large figures as the company would be 
compelled perhaps to go into the open market and purchase suffi- 
cient material to satisfy its sales contract at a much higher pur- 
chase price as well as a considerable difference in freight rates. 
Should the company decide to void a sales contract, for any 
reason, the company must make the best possible settlement with 
the customer. 

Let us now consider settlements. The business so far as the 
material purchases are concerned is practically operated on a 
cash basis through the general books. The material purchase in- 
voices as rendered by the company’s creditors are vouched and 
passed for prompt payment, with the exception of certain inter- 
changeable accounts or in case of dealers from whom the com- 
pany buys and to whom the company sells. No account is kept 
of accounts payable in the general books during the year, with 
the above exception. In other words the operation of the business 
is not charged in the month in which the purchases are made unless 
paid for during the same month, but at the close of business for 
the year or period all unpaid invoices for purchases, expense items 
and freight charges are properly set up and offset against the 
revenue accounts. 

The above comment refers only to the general office cash settle- 
ments. It has been found advantageous to operate in close proxi- 
mity to the markets. In one case, some six or eight yards were 
taken over and eight or ten branch offices were opened throughout 
the territory. The business carried on by the yards and branch 
offices being done in a great measure for cash, it became necessary 
to provide funds for the yard and branch managers. Therefore, 
bank accounts were opened in each city and the yard and branch 
managers were authorized to draw cash vouchers against the 
funds, said funds being controlled by the general office. Accord- 
ingly, a uniform cash journal form was devised and adopted and 
each yard or branch manager was instructed to forward the dupli- 
cate sheets as fast as the pages were filled, together with purchase 
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or expense vouchers. At the close of each month, the canceled 
bank cheques or vouchers are forwarded, thereby enabling the 
general office to verify all disbursements for payrolls, expense or 
purchases. These cash journal sheets sent in by the yards or 
branches are balanced by the local cashiers or bookkeepers, making 
it necessary only for the auditor to formulate the closing entries. 
The records then become original books of entry from which 
all items are posted to the general ledger as to nominal expense or 
revenue accounts and to the various customers’ ledgers as to those 
accounts. The control account carried in the general ledger must, 
of course, correspond with balance shown on the individual yard 
or branch office account. 

In addition to the yards and branch offices, this company 
operates a subsidiary manufacturing proposition, one plant being 
located in the east and another in the west. The eastern plant is 
permitted to collect accounts and bank the funds but is not autho- 
rized to draw any cheques against such bank accounts; therefore 
all expense vouchers are sent to the New York office where the 
cheques are drawn on a local bank and returned to the eastern 
plant. 

Likewise the New York office advances funds regularly to 
several other yards or branch offices in order to take care of 
payrolls and freight bills which must be handled promptly, When 
opportunity arises to purchase a large quantity of material by any 
one of the other branches it is important to transfer funds from 
one depository to another. As this is done almost daily, it is 
necessary that the records be so constructed that one account can- 
not be overdrawn while another is amply provided with funds. 


OPERATING STATEMENT 


The part of the business that I have discussed refers only to 
the purchase and sale of merchandise and to settlements, the ex- 
penses incident thereto being about the same as in other businesses, 

All expense items of the same nature are collected from the 
various yard and branch office cashbooks and posted to the general 
ledger, with the general ledger items taken from all other records. 

As the general office records control, all general accounts such 
as interest, depreciation of the various plant and equipment ac- 
counts and the like are, of course, shown only on the general books. 
All sales accounts are carried only on the general books and after 
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offsetting the purchases against the total for the period and apply- 
ing inventories and expense items, the operating statement is con- 
structed in the usual manner. 

We must consider, however, the joint account transactions 
which may have been only partly executed at the time of closing 
the books. It is problematical how much gain or loss will result 
in the disposition of material on hand and what will be the cost of 
finishing the dismantling of a large plant or tearing up a railroad. 
The purchase price and cost of obtaining the material, as to labor 
and freight charges and all other expense items, are charged to the 
joint account in the general ledger, while all sales and any other 
credit items are credited to the same account. Should the ma- 
terial purchased on joint account be partly disposed of at the time 
of closing the books, there is a certain amount of profit that should 
be credited to the final profit and loss account of the company, 
but this may be turned into a large loss on disposing of the balance 
of the material in the next period ; hence it is quite difficult to state 
the amount as it should be shown before the transaction is finally 
consummated. 

BALANCE-SHEET 

After the books are closed, the balance-sheet is prepared as is 
customary in any other business or industry. 

However, I should like to call attention to one important ac- 
count found on the balance-sheet, which, in my opinion, is quite 
difficult to state correctly. I refer to the inventory of material 
on hand at time of closing the books. 

By referring to the method outlined previously as to purchases 
and sales of material, it can be seen that a great many cars are in 
transit on which the freight charges may or may not have been 
paid; a large number may be rejected and may be either in the 
company’s yards or in transit, and there may be a large miscel- 
laneous tonnage of mixed materials scattered over the company’s 
various yards, as well as partly dismantled plants and steam or 
electric railways, which the company took over outright and for 
which it paid either in whole or in part. 

At this time, the car record becomes valuable, as the unsold 
items should in a measure verify the yard stock record books and 
the traffic department’s record of cars in transit. 

The remaining items usually shown on the balance-sheet have 
not been considered as I have attempted only to point out the 
accounting necessities peculiar to this particular business. 
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EDITORIAL 
Cobbler and Last 


Probably there is no proverb more familiar to English-speaking 
people the world over than “Let the cobbler stick to his last.” 
There are variants of this old saying in nearly every known tongue 
—and yet despite its almost universal acceptance there is no prin- 
ciple more generally ignored in every-day affairs. People simply 
will not restrict themselves to their legitimate fields of endeavor, if 
there is any chance to get over the fence and gambol in the gardens 
of their neighbors. 

All this truism is by way of introduction to a subject which 
seems to be agitating some of our readers. Frankly we are not 
greatly perturbed, but the number of complaints and bitter com- 
ments received indicates that a few of our friends fear a goblin 
in the cellar. 

The matter is the apparent intention of some banks and trust 
companies to drive the public accountant out of practice by estab- 
lishing departments of “audit” or “accounting” or “industrial sur- 
vey” or “efficiency” or what not. Such departments are organ- 
ized, if we may believe all that their sponsors assert in public 
advertisement, primarily with the object of providing the public 
a means of ascertaining financial condition and prospects. The 
basic idea is altruistic—and therein lies a difference between the 
bank and the real accountant—we don’t know of any accountant 
who is in the profession for purely philanthropic reasons. Cer- 
tainly we know of many who are in accountancy because of their 
love of the work, but all of them expect to derive a profit—and, 
what is more to the point, they do. 

Your bank or trust company on the other hand is more idealistic. 
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Every American has heard of idealism and can appraise it duly. 
The trust company has the interest of its patrons at heart—and in 
using the word “interest” there is no double meaning. 

If merchant Black comes to banker White and seeks to establish 
credit relations, White may say, and in point of fact often has 
said: “The statement of condition which you show me may be 
good or bad. I don’t know which it is. If you wish me to give 
you the credit to which your actual condition should entitle you it 
will be necessary for you to employ our audit department to make 
an investigation for you. The fees are not high. The service is 
better than any other accounting agency can supply. And finally 
if our audit department be not employed by you it will be useless 
for you to seek credit with us any way.” 

There is the same kind of genial altruism in all this as that 
which animates a great corporation when it says to the village 
shopkeeper, “You must carry our goods exclusively or we'll open 
a shop next door and drive you out of business.” 

The public does not think very kindly of the methods mentioned 
in the case of the corporation and the shopkeeper ; and it will not 
think any more kindly of the attempt of the banker to hold up the 
merchant. 

As a general rule the public likes to see the cobbler sticking to 
his last, even if the individual entity which goes to make up what 
we call the public is apt to wander away from his proper sphere 
of activity. And when, by reason of what seems something like 
undue influence, the cobbler thrusts himself into things not of his 
guild or craft, the public is like to have none of it. 

Indeed, experience has shown that in this particular matter 
of the attempts of bankers to be accountants no great success has 
ever been achieved. For many years there have been audit depart- 
ments in some of the trust companies in Detroit and possibly else- 
where. But the accountants of Detroit have thriven nevertheless. 
There has not been such a rush to employ the trust company as 
an auditor as to exclude the real professional practitioner. 

Quite lately the whole question has attracted renewed interest 
because the offense has spread further east. Yet, as we said at the 
outset, there is no great cause for fear. An accountant or two will 
probably manage to eke out a precarious livelihood in spite of all. 

Of course, there are many cogent reasons why the banker 
should stick to his bank. It seems scarcely necessary to rehearse 
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them to the readers of this magazine, but here are some which 
may serve as reminders or as indicators of others: 

The American : nstitute of Accountants has gone formally on 
record as opposed to the corporate form of professional practice. 
Audit companies are not in favor with the national body, because 
they are impersonal and may be commercial instead of personal 
and professional, as should be the case. 

Banks, especially of the trust company species, have long been 
the butt of adverse criticism because of their diverse ventures. 
Adding one more department does not make for the strengthening 
of public confidence. 

Bank employees engaged in the audit departments are the serv- 
ants of the bank—not of the bank’s patrons. And among the 
eternal verities is “No man can serve two masters.” 

It is one of the solemn and sacred properties of the profes- 
sional relationship of man and man that there shall be inviolable 
secrecy in all that arises because of such relationship. The Hip- 
pocratic oath is not more binding in effect than the word of honor 
of the truly professional advisor in accounting, law or any of the 
other learned callings. Does it require reiteration to convince the 
business man that a corporation has no soul, and without a soul 
the relations of man to man degenerate? (Of course, we speak 
here only of the corporation as a participant in things professional, 
not as active in its proper field.) 

It is conceivable that there might be some day a bank less 
deeply philanthropic and ideal than those we now have in mind. 
If we concede so much, it needs only a step to bring us to the con- 
clusion that tremendous possibilities for evil lie in the whole scheme 
of dragging accountancy down to a commodity purchasable across 
a counter. As a hint, bear in mind that the directors of a bank 
have right of access to all the records of the bank. We stoutly 
affirm that no director of any bank now engaged in the auditing 
business (for it is then a business, nothing more) would be 
guilty of even glancing at the auditor’s confidential records of a 
trade rival. But some day a less scrupulous director may be in 
office and when that day comes—farewell to all that’s confidential 
and honorable. 

These are some of the reasons why the idea of audits con- 
ducted by a corporation department are repugnant to all that’s 
worthy in professional practice. There are others equally good. 


363 














The Journal of Accountancy 


The great point, however, is the desirability of avoiding every- 
thing which savors of meddlesomeness. Banking is an honorable 
calling, in general honorably conducted, but bef .re spreading out 
to things unrelated to its original purpose, there should be careful 
consideration. 

The accountant and the banker may form a powerful alliance 
for better business and the brighter day, but let each recognize his 
own natural limitations. 

As we said at the beginning of these notes the matter does 
not seem to us one of great moment. The public in the long run 
generally distinguishes between good and evil. 

There may be a goblin in the cellar, but he must be a feeble 
little fellow. We haven’t heard him even tapping at the founda- 
tions. What we have written is intended to hearten the few 
timorous ones who think they have felt the house rocking. 





























Income-tax Department 
Epitep sy StepHen G. Rusk 


During October, at least up to date, one treasury decision has been made. 
It is No. 3071, and relates to the making of separate income-tax returns by 
husband and wife domiciled in the state of Texas. 

While the subject matter of this decision must of necessity be chiefly 
a matter of importance to the accounting brethren of that state, it holds 
some interest for all. 

Texas by statute has definitely classified the separate property and the 
income therefrom of husband and wife and that property and income which 
belongs to them jointly. Attorney-general Palmer sets forth in treasury 
decision 3071 how income from these two classes shall be returned for 
federal tax purposes: 

Briefly stated, income from the separate property of husband and wife, 
except the increase, revenues and rental from lands, is community income, 
and as such husband and wife may each return half as gross income, 

Earnings of husband and wife, or of either of them, are community 
income, and may also be divided half and half. 

The income from property acquired by either as separate property after 
their marriage is also community income and may be reported as is other 
community income. 

It will be noted that the ruling uses the word “may,” and therefore the 
husband and wife may use their own discretion as to whether or not the 
return of community income shall be on basis of one-half for each. 

Office decision No. 610, explained and amplified by assistant reviewers’ 
memorandum No. 82, is given below. The decision of the department in this 
case is not supported very well by the argumentative matter, as shown by 
the conclusions derived from the supposititious example cited. 

In the supposititious case a corporation was in possession of a surplus 
of say $100,000.00 March 1, 1913. During the period ended December 31, 
1919, it sustained a net loss of $5,000.00, thereby reducing its surplus to 
$95,000.00. It declared a dividend of $25,000.00 some time in 1920, during 
which year and up to date of which declaration its earnings are supposed to 
have been $15,000.00, Hence, under the most limited interpretation the 
corporation must have paid its dividend out of the $15,000.00 earned in 1920 
and $10,000.00 out of its surplus earnings of March 1, 1913. 

The department has ruled that because the corporation earned, say, 
$5,000.00 in 1919 and $15,000.00 in 1920, only $5,000.00 of the $25,000.00 
dividend could be considered to have been paid out of the surplus of March 
I, 1913. Truly a remarkable decision reached by a unique method of 
reasoning. 

Among the other opinions given out during the month is legal opinion 
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1035 (rev.), relating to shrinkage in value of securities and stocks. This 
opinion is so logical and the argumentative matter proceeds so surely to the 
correct conclusion, that it offers a marked contrast to office decision No. 610, 
heretofore mentioned. 

That a deductible loss has not been sustained because of the shrinkage 
of value of stocks and securities owned, when actual disposition by sale or 
otherwise has not taken place, is a most obvious fact. In the case described 
in legal opinion No. 1035 (rev.), a corporation is stated to have sought to 
deduct a loss of this nature when the substantial ownership of the stock and 
securities had not changed, a subterfuge having been employed by the 
formation of a new corporation having the same proportionate ownership 
as the old corporation and by the transfer to this new corporation of the 
said stock at a loss to the old corporation. 

The above-mentioned decisions and opinions, together with a number of 
others whose subject matter is of especial interest, are given below. 

(T. D. 3071, September 18, 1920) 
Income tax 
Husband and wife—Community property—Opinion of attorney general 

1. The earnings of husband and wife domiciled in Texas are community 
income, and such husband and wife, in rendering separate income tax 
returns, may each report as gross income one-half the total earnings of the 
husband and wife. 

2. The income from separate property, except the increase, rents and 
revenues from lands, is community income, and therefore husband and wife 
domiciled in Texas, in rendering separate income tax returns, may each 
report as gross income one-half the total income from separate property, 
except the increase, rents and revenues from land held separately. _ 

3. The income from community property as defined in article 4622, 
Vernon’s Sayles’s Statutes, is community income, and therefore husband 2nd 
wife domiciled in Texas, in rendering separate income tax returns, may each 
report as gross income one-half the total income from such community 
property. 

There is given below in full for your information and guidance an 
opinion rendered by the attorney general under date of August 24, 1920, 
dealing with the right of husband and wife domiciled in certain states having 
so-called “community property” laws to divide certain of their income for 
the purpose of the income tax. 


DEPARTMENT OF JUSTICE 
Washington, August 24, 1920. 


Dear Mr. Secretary: Further acknowledging receipt of your favor of 
August 12, requesting my opinion on the three questions of law set forth 
below, to wit: , 

1. Are the earnings of husband and wife domiciled in Texas community 
income, and may they therefore in rendering separate income-tax returns 
each report as gross income one-half of the total earnings of the husband 
and wife? f $ 

2. Is the income from separate property, as defined in article 4621, 
Vernon’s Sayles’s Statutes, 1918 edition, community income, and may there- 
fore husband and wife domiciled in Texas, in rendering separate income-tax 
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returns, each report as gross income one-half of the total income from all 
separate property owned by them? 

3. Is the income from community property, as defined in article 4622, 
Vernon’s Sayles’s Statutes, 1914 edition, community income, and may there- 
fore husband and wife domiciled in Texas, in rendering separate income- 
tax returns, each report as gross income one-half of the total income from 
community property ? 

I have the honor to advise you as follows: 


The revenue act of 1918 levies a tax on the net income of every individual 
(secs. 210 and 211). Net income is defined as gross income less deductions 
allowed (see 212). Gross income is defined as follows (sec. 213) : 

That for the purposes of this title (except as otherwise provided in sec. 
233) the term “gross income”— 

(a) Includes gains, profits and income derived from salaries, wages, 
compensation for personal service (including in the case of the president 
of the United States, the judges of the supreme and inferior courts of the 
United States, and all other officers and employees, whether elected or 
appointed, of the United States, Alaska, Hawaii, or any political sub- 
division thereof, or the District of Columbia, the compensation received as 
such), of whatever kind and in whatever form paid, or from professions, 
vocations, trades, businesses, commerce, or sales, or dealings in property, 
whether real or personal, growing out of the ownership or use of or interest 
in such property; also from interest, rent, dividends, securities, or the trans- 
action of any business carried on for gain or profit, or gains or profits, and 
income derived from any source whatever. The amount of all such items 
shall be included in the gross income for the taxable year in which re- 
ceived by the taxpayer, unless, under methods of accounting permitted 
under subdivision (b) of section 212, any such amounts are to be properly 
accounted for as of a different period, 

The state constitution of Texas provides: 


Art. VII, sec. 19, constitution 1845: All property, both real and per- 
sonal, of the wife, owned or claimed by her before marriage, and that ac- 
quired afterwards by gift, devise, or descent, shall be her separate property ; 
and laws shall be passed more clearly defining the rights of the wife in 
relation as well as to her separate property as that held with her husband. 
Laws shall also be passed providing for the registration of the wife's 
separate property. 

The statutes of the state of Texas determining property rights of hus- 
band and wife are as follows (art. 4622, Vernon’s Sayles’s Statutes, 1914 
edition) : 

All property acquired by either the husband or wife during marriage, 
except that which is the separate property of either one or the other, shall 
be deemed the common property of the husband and wife, and during cover- 
ture may be disposed of by the husband only, provided, however, the per- 
sonal earnings of the wife, the rents from the wife’s real estate, the interest 
on bonds and notes belonging to her, and dividends on stocks owned by her 
shall be under the control, management and disposition of the wife alone, 
subject to the provisions of article 4621, as hereinabove written; and further 
provided that any funds on deposit in any bank or banking institution, 
whether in the name of the husband or the wife, shall be presumed to be the 
separate property of the party in whose name they stand, regardless of 
who made the deposit, and unless said bank or banking institution is noti- 
fied to the contrary, it shall be governed accordingly in honoring checks and 
orders against such account. 

Article 4621, Vernon’s Sayles’s Statutes, 1918 edition: 


All property, both real and personal, of the husband owned or claimed by 
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him before marriage, and that acquired afterwards by gift, devise or 
descent, as also the increase of all lands thus acquired, and the rents and 
revenues derived therefrom, shall be his separate property. The separate 
property of the husband shall not be subject to the debts contracted by the 
wife, either before or after marriage, except for necessaries furnished 
herself and children after her marriage with them. All property of the wife, 
both real and fersonal, owned or claimed by her before marriage, and that 
acquired afterwards by gift, devise, or descent, as also the increase of all 
lands thus acquired, and the rents and revenues derived therefrom, shall be 
the separate property of the wife. During marriage the husband shall have 
the sole management, control and disposition of his separate property, both 
real and personal, and the wife shall have the sole management, control and 
disposition of ker separate property, both real and personal; provided, how- 
ever, the joinder of the husband in the manner now provided by law for 
conveyance of the separate real estate of the wife shall be necessary to an 
encumbrance or conveyance by the wife of her lands, and the joint signature 
of the husband and wife shall be necessary to a transfer of stocks and bonds 
belonging to her, or of which she may be given control by this act; pro- 
vided also, that if the husband shall have permanently abandoned his wife, 
be insane, or shall refuse to join in such encumbrance, conveyance or trans- 
fer of such property, the wife may apply to the district court of the county 
of her residence, and it shall be the duty of the court, in term time or 
vacation, upon satisfactory proof that such encumbrance, conveyance or 
transfer would be advantageous to the interest of the wife, to make an 
order granting permission to make such encumbrance, conveyance or trans- 
fer without the joinder of her husband, in which event she may encumber, 
convey or transfer said property without such joinder. Neither the separate 
property of the wife, nor the rents from the wife’s separate real estate, 
nor the interest on bonds and notes belonging to her, nor dividends on stocks 
owned by her, nor her personal earnings, shall be subject to the payment 
of debts contracted by the husband. The homestead, whether the separate 
property of the husband or wife, or the community property of both, shall 
not be disposed of except by the joint conveyance of both the husband and 
the wife, except where the husband has permanently abandoned the wife, or 
is insane, in which instance the wife may sell and make title to any such 
homestead, if her separate property, in the manner herein provided for 
conveying or making title to her other separate estate. 

The community property of the husband and wife shall not be liable for 
debts or damages resulting from contracts of the wife, except for neces- 
saries furnished herself and children, unless the husband joins in the 
execution of the contract. Provided that her rights with reference to the 
community property on permanent abandonment by the husband shall not be 
affected by the preceding sentence. 

Article 2469, Vernon’s Sayles’s Statutes: 

Upon the dissolution of the marriage relation by death all property be- 
longing to the community estate of the husband and wife shall go to the 
survivor, if there be no child or children of the deceased or their descend- 
ants; but if there be a child or children of the deceased, or descendant of 
such child or children, then the survivor shall be entitled to one-half of said 
property, and the other half shall pass to such child or children, or their 
descendants. But such descendants shall inherit only such portion of said 
property as the parent through whom they inherit would be entitled to if 
alive. 

The community property system prevails in Texas, Arizona, California, 
Washington, Louisiana and New Mexico. It seems to have had its origin 
in France and Spain, and to have been brought thence into our judicial 
system. 

Community property laws provide generally that all property acquired 
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during marriage, by the industry and labor of either husband or wife or 
both, together with the produce and increase thereof, belongs to both in equal 
shares, during the continuance of the marital relation. It has its foundation 
in the fact or the legal presumption that all property acquired during mar- 
riage, otherwise than by gift, devise, or descent, is acquired by the joint 
efforts of husband and wife (Nickerson v. Nickerson, 65 Tex., 281, 284). 
Their relation partakes of the nature of a partnership, in which each partner 
may have separate estates or property, as well as common stock of acquisi- 
tions and gains. The business of the firm generally is transacted in the name 
of the husband, and he prosecutes and defends its suits with the same effect 
as if his partner were named in the case (Simpson v. Brotherton, 62 Tex., 
170), and although community property has not all the incidents of partner- 
ship property it has many of them, and is commonly spoken of as part- 
nership property (De Blanc v. Lynch & Co., 23 Tex., 25; Wilkinson v. 
Wilkinson, 20 Tex., 237). In the conventional partnerships the gains of the 
partners are in proportion to their respective shares of stock and services, 
but in the conjugal partnerships the division is equal, though one may have 
brought in the greater part, if not all of the property from which the profits 
are derived, or may have contributed all his skill and services unaided by the 
other (Wheat v. Owens, 15 Tex., 241; Routh v. Routh, 57 Tex., 580, 505). 
The fact that one or the other of the spouses may do all the work does not 
change the character of community property (Yates v. Houston, 3 Tex., 452, 
454), and though the management and disposal of community property 
during marriage are usually given to the husband, this is said to be for 
reasons of public policy and social economy, and not on the grounds that 
the husband has any greater interest in it than the wife. Section 4622, 
Vernon’s Sayles’s Statutes, as amended in 1913, and as set forth above, 
provides that the personal earnings of the wife, the rents from her estate, 
the interest on bonds and notes belonging to her, and dividends owned on 
stocks owned by her shall be under the control, management and disposition 
of the wife alone; but the supreme court of Texas held in Tannehill v. 
Tannehill (171 S. W., 1050) that such amendment did not change the char- 
acter of rents from the wife’s separate property, so as to make them her 
separate property, but that they continued to belong to the community estate 
and the husband was owner of one-half of same. (This before the amend- 
ment of sec, 4621 in 1917 made the rents from separate lands the separate 
property of the owner of the land.) 

In Tucker v. Carr (39 Tex., 98, 102) the court said: “It is well settled 
that all property acquired during the marriage, whether by the labor of the 
husband or the wife, or the joint labor of both, whether the title be made to 
the husband or to the wife or to both jointly, is community property.” Also 
see Cooke v. Bremond (27 Tex., 457). ; 

In Holyoke v. Jackson (3 Pac., 841) the supreme court of Washington, 
in defining community property rights in that state, held that the community 
“is like a partnership, in that some property coming from or through one or 
other or both of the individuals, forms for both a common stock which 
bears the losses and receives the profits of its management and which is 
liable for individual debts; but it is unlike in that there is no regard paid to 
proportionate contribution, service, or business fidelity; that each individual 
once in it is incapable of disposing of his or her interest, and that both are 
powerless to escape from the relationship, to vary its terms, or to distribute 
its assets or its profit. * * * In it the proprietary interest of husband 
ee are equal, and those interests do not seem to be united merely, but 
unified.” 

There are numerous decisions holding that the proportional interests of 
husband and wife in community property are equal regardless of their in- 
dividual contributions. é : . 

In Merrill v. Moore (104 S, W., 514) the court said: “This community 
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of interest is not made to depend upon the acquisition of the property during 
the time the parties actually live together, nor upon the fact that there was 
an equal amount of labor or capital contributed by the husband and wife 
in its accumulation. It is the property acquired during the marriage (with 
exceptions stated) that ‘shall be deemed the common property of husband 
and wife, and the right to an equality of enjoyment and division thereof, 
regardless of whether the one or the other has contributed little or nothing 
to its acquisition’ is well recognized.” Also see Edwards v. Brown (68 
Tex., 329) ; Saunders v. Isbell (24 S. W., 307) ; Barr v. Simpson (117 S. W., 
1041); Wright v. Hays admr. (10 Tex., 130); Zimpelman v. Robb (53 
Tex., 274). That one-half of the common estate belongs to each spouse is 
recognized in T. D. 2450, which determines the method of assessing estate 
tax upon the estate of a decedent spouse. 

The decisions in the various states seem to be unanimous on the proposi- 
tion that the earnings of both husband and wife during the marriage belong 
to the community. 

In Fennell v. Drinkhouse (131 Calif., 447), it was held that money 
earned by the wife while living with her husband was community property, 
the court saying: “The possession of community property by the wife is 
the possession of the husband,” and in Martin v. Southern Pacific Co. (130 
Calif., 285), holding that moneys received as damages for injury to the wife 
are community property, it was said. 

The services of the wife are a part of the earning power of the com- 
munity, and the earnings received for her services constitute community 
property as much as do the earnings received for the services of the hus- 
band. If the injury had been received by the husband, it would not be con- 
tended that he could not recover for the damage sustained by the loss of 
his earning capacity. In either case the earnings would be community prop- 
erty, and any act by which either husband or wife is deprived of the capacity 
to render services diminishes the capacity to accumulate community property. 
If the services voluntarily rendered by the wife obviate the necessity of 
employing other assistance the amount of the community property is thereby 
enhanced in the amount that would be required for such assistance. * * * 

See also Washburn v. Washburn (9 Calif., 475). 

Under the Louisiana statutes the profits of the industry of both spouses 
and the fruits of their separate estates fall into the community. Succession 
of Webre (49 La., 149; 22 So., 390); Knight v. Kaufman (105 La., 35; 
29 So., 711) ; Manning v. Burke (107 La., 456; 31 So., 862). The decisions 
of the supreme court of the state of Washington are to the same effect. 
Abbott v. Weatherby (6 Wash., 507; 33 Pac., 1070); Yake v. Pugh (13 
Wash., 78; 42 Pac., 528) ; Sherlock v. Denny (28 Wash., 170; 68 Pac., 452). 
There are numerous decisions by the supreme court of Texas holding that in 
Texas the earnings of the husband and wife are community property. 
Cline v, Hackbarth (27 Tex., Civ. App., 391; 65 S. W., 1086); Johnson v. 
Burford (39 Tex., 242); Pearce v. Jackson (61 Tex., 642); Cooke v. 
Bremond (27 Tex., 457). In the latter case the court said: 

Our whole system of marital rights is based upon the fact that acquisi- 
tions either of the joint or separate labor or industry of the husband or wife 
become common property; and as a general rule, deducible from this princi- 
ple, all property acquired by purchase or apparent onerous title, whether the 
conveyance be in the name of the husband or of the wife, or in the names 
of both, is prima facie presumed to belong to the community. 

Under the laws of the various states wherein the community property 
system obtains, the earnings of separate property of the spouses with such 
exceptions as are specifically provided for by statute, are community prop- 
erty. See Barr v. Simpson (117 S. W., 1040, Tex.) and Hayden v. McMillan 
(23 S. W., 430, Tex.). 5 ; 

The latter case was decided when article 2851, revised statutes of Texas, 
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provided that all the property owned by the wife before marriage or ac- 
quired afterwards by gift, devise, or descent, and the “increase of all lands 
thus acquired” should be the separate property of the wife. And the court 
held that rents accruing on the separate lands of the wife were community 
property and subject to garnishment for community debts. This case also 
establishes the proposition that such community interest attaches the moment 
the property comes into existence, the court saying: “The moment the rents 
become due they are disconnected from the land and become personal prop- 
erty, and, being acquired by the joint labors of the married couple put forth 
during the marital relation, they must necessarily be community.” 

From the above authorities I am convinced that under the law of Texas 
the earnings of the husband and wife belong to them jointly in equal shares; 
that the community interest attaches as soon as the right to the wages comes 
into existence ; and that the increase and revenues from the separate property 
of each spouse except the increase, rents and revenues from lands, is also 
community property in which the interests of husband and wife are equal. 

These propositions being established it follows that the earnings of hus- 
band and wife and the revenues from their separate personal property are 
community “income,” under the provisions of the act of February 24, 1919. 
Gross income under the terms of the act includes “gains, profits and income 
derived from salaries, wages, compensation for personal services of whatever 
kind and in whatever form paid, or from professions, vocations, trades, 
businesses, commerce, or sales, or dealings in property, whether real or per- 
sonal, growing out of the ownership or use of or interest in such property.” 

The law of Texas presumes that the earnings of the husband and wife 
are the product of their joint labor and rests the ownership of same in the 
community; they are therefore community “income,” to wit, “gains, profits 
and income” of the community, “derived from salaries, wages, compensation 
for personal services,” * * * professions, vocations, as the case may be. 

Under the statutes of Texas heretofore set forth, the separate property 
of the spouses is defined as that “owned or claimed by him (or her) before 
marriage, and that acquired afterwards by gift, devise or descent,” and also 
“the increase of all lands thus acquired, and the rents and revenues derived 
therefrom.” It is to be noted that the increase of separate personal property 
and the revenues derived therefrom are not the separate property of the owner 
of the personalty, but are community property. Carr v. Tucker (42 Tex., 
330); Epperson v. Jones (65 Tex., 425); Barr v. Simpson (117 S. W., 
1041). They are therefore “income” to the community, to wit, “gains, 
profits and income * * * from businesses, commerce, or sales or dealings 
in property * * * growing out of the ownership or use of or interest in 
such property.” , 

Since one-half of all community property vests in each spouse, it follows 
that one-half of the increase and revenues from separate property of the 
spouses, except increase and rents and revenues from lands, is income to each 
of said spouses. 

Community property under the laws of Texas belongs jointly to husband 
and wife; it follows that the income therefrom accrues to husband and wife 
in equal shares. I therefore conclude: 

1, That the earnings of husband and wife domiciled in Texas are com- 
munity income, and such husband and wife in rendering separate income- 
tax returns may each report as gross income one-half the total earnings of 
the husband and wife. 2 

2. That the income from separate property, except the increase, rents 
and revenues from lands, is community income, and that therefore husband 
and wife domiciled in Texas in rendering separate income-tax returns may 
each report as gross income one-half the total income from 
erty, except the increase, rents and revenues from land held separately. 

3. That the income from community property as defined in article 4622, 
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Vernon’s Sayles’s Statutes, quoted above, is community income, and that 
therefore husband and wife domiciled in Texas in rendering separate income- 
tax returns may each report as gross income one-half the total income from 
such community property. 
Respectfully, 
A. MitcHELt PALMER, 
Hon. Davin F. Houston, Attorney General 
Secretary of the Treasury. 


Office Decision No. 610 
Section 201, article 1541: dividends 


The M company operated at a profit during the years 1913, 1917 and I9gI9, 
but sustained losses during the years 1914, 1915, 1916 and 1918, so that for 
~ entire period of 1913 to 1919, inclusive, its books showed a net operating 

eficit. 

Having on hand a large surplus, accumulated prior to 1913, the company 
declared a dividend in 1920, payable out of such surplus, and it is contended 
that this dividend is exempt from tax, since the books of the company show 
a net operating deficit for the period subsequent to 1913, and notwithstanding 
the fact that a profit was realized during each of the years 1913, 1917 and 
1910. 

While not specifically so stated it is assumed that the dividend was paid 
in cash. In accordance with paragraph (b) of section 201 of the revenue 
act of 1918, it will, therefore, be deemed to have been paid out of earnings 
accumulated since February 28, 1913, in so far as such earnings were suf- 
ficient for its payment. The distribution will not be subject to tax in the 
hands of the stockholders to the extent that it was made from earnings or 
profits accumulated prior to March 1, 1913. The operating losses of the 
company sustained in 1914, 1915, 1916 and 1918 are not to be charged against 
the earnings or profits of any particular year, and the fact that there were 
such losses does not prevent or alter the application of the rule that the 
dividend will be deemed to have been paid from earnings accumulated since 
February 28, 1913, as provided in section 201 of the act. Accordingly the 
dividend is taxable to the recipient stockholders at the rates applicable for 
1920, the year in which paid, to the extent that it represents a distribution 
of the current undivided earnings accumulated since February 28, 1913. 


Assistant Reviewer's Memo. No. 82 
Section 201, article 1541: dividends 


The committee is in receipt of a request for advice as to the correctness 
of the ruling published as office decision 610, bulletin 31-20-1098, relative 
to the taxability of the earnings of a corporation which in some years sub- 
sequent to 1913 has had large losses and in another year large profits. 

In the judgment of the committee and upon the facts in the instant case 
on which office decision 610 was based the correctness of the ruling depends 
upon the meaning to be attached to the words “accumulated since February 
28, 1913.” The word “accumulated” as used in this sense means, in the 
judgment of the committee, profits which have been earned and not dissi- 
pated by subsequent losses. While it is recognized that assets cannot be 
earmarked as representing earnings of any particular year, it is a fair 
assumption that the earliest surplus of a corporation is likely to be repre- 
sented in its balance sheet by fixed assets, while the later earnings are more 
apt to be represented by liquid assets. Consequently, any losses sustained 
in a given year will be met out of the most recent earnings embraced in its 
surplus. It follows that profits of any year cannot be diminished by prior 
losses, but it is fair to assume that such earnings, to the extent necessary, will 
go to satisfy subsequent losses. 

To illustrate what is meant, let us take a supposititious case: A cor- 
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poration had on March 1, 1913, a surplus of $100,000; during the remainder 
of 1913 it earned $10,000; from January 1, 1914, to December 31, 1916, it 
lost $25,000; during 1917 it earned $15,000; during 1918 it lost $10,000; 
during 1919 it earned $5,000, and in 1920 declared a dividend of $25,000, its 
earnings for the current year up to the date of the dividend being $15,000. 
Tabulated with the fluctuations of surplus involved, this would show as 
follows: 
Earnings. Losses. Surplus. 

Mar. 1 to Dec. 81/13.. $10,000 | oe $7 lg oe 


Dec. 31/18. 110,000 
Jan. 1/14 to Dec. 31/16, $25,000 Dec. 81/16. 85,000 


Jan. 1 to Dec. 81/17.. 15,000 Dec. 31/17. 100,000 


Jan. 1 to Dec. 81/18.. 10,000 Dec. 81/18. 90,000 
= 1 to Dec. 81/19.. 5,000 Dec. 31/19. 95,000 
an. 1/20 to date of 
GUE +> candnans 15,000 
Dividend, 1920 ........ $25,000 


The most recent loss shown is that of 1918. This, of course, was met 
out of earlier earnings, and the corporation must have on hand at the 
present time the $5,000 earned in 1919 as well as the $15,000 earned in the 
current year. Of the $15,000 earned in 1917, $10,000 was lost in 1918, 
leaving it with $5,000 earnings of 1917 still on hand. The $15,000 of 1920 
earnings, together with the $5,000 of 1919 earnings and the $5,000 remaining 
of 1917 earnings covers the dividend of $25,000, showing that all of the 
dividend was paid out of earnings accumulated since March 1, 1913, notwith- 
standing the fact that the company’s surplus on December 31, 1919, was 
$5,000 less than it was on March 1, 1913. From this it might be argued that 
necessarily, since its surplus on December 31, 1919, was less than that of 
March 1, 1913, any distribution in excess of the earnings of 1920 must have 
come out of the March 1 surplus. This, however, is a fallacy, since there 
is no obligation to recognize for tax purposes the surplus of March 1, 1913, 
~ — which must be made good before there can be any distribution 
of profits. 

Upon the figures given in the letter, which was the basis of office decision 
610, the only profits earned since February 28, 1913, which had not been 
dissipated by subsequent losses, were the amounts earned in 1919 plus any 
earnings of 1920 up to the date of the dividend. These amounts are the only 
amounts which if distributed would be subject to tax. 


Assistant Reviewer's Report No. 269 


Section 214(a) 4, 5, 6, article 141: losses. (Also section 214(a) 1, 
article 111) 

A loss incurred by a corporation through the embezzlement of securities 
held in bailment by it is an allowable deduction from gross income of the 
year in which demand was made by the bailors for the return of the 
securities and the replacement made by the company. 

The committee has had under consideration the appeal of the M company 
from a ruling of the income-tax unit disallowing a deduction from gross 
income for the year 1917, on account of loss accruing out of an embezzle- 
ment occuring over a period of years from 1908 to 1916. — : 

In view of the circumstances of this case the committee was in doubt 
as to whether law opinion 845 (ruling 6-19-2790; p. 118, cumulative bulletin, 
December, 1919), is applicable, and requested the opinion of the solicitor 
upon the various legal questions involved. It is now in receipt of a memo- 
randum from him as follows: Rack ; 

Opinion has been requested as to the deductibility of amounts paid out 
in 1917 to cover the embezzlement in prior years of securities held by a 
com in bailment. 

Section 12(a) of the revenue act of 1916, as amended by the revenue 
act of 1917, provides: 
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_ In the case of a corporation, joint stock company or association, or 
insurance company organized in the United States, such net income shall be 
ascertained by deducting from the gross amount of its income received 
within the year from all sources. * * * 

First. All the ordinary and necessary expenses paid within the year in 
the maintenance and operation of its business and properties. * * * 

Second. All losses actually sustained and charged off within the year 
and not compensated by insurance or otherwise. It appears that the company 
held certain securities owned by four of its clients for the purpose of col- 
lecting income and remitting the same from time to time to the owners of 
the securities, such securities to be returned to the owners upon demand. 
During the years from 1908 to 1916, inclusive, an officer of the company, 
by means of forged receipts, appropriated these securities to his own use. 
This misappropriation of the securities was not discovered until 1917, 
whereupon the company, at the demand of the clients for delivery of their 
securities, replaced the securities at a total of 8¢ dollars. The company 
claims a deduction, in computing the net income for 1917, to the amount of 
6% dollars, representing the difference between the cost of the replaced 
securities and the claims against insurance companies and unliquidated 
assets of the embezzler. 

By law opinion 845 it was held that a loss incurred by a corporation 
through the embezzlement of its funds is an allowable deduction from gross 
income for the year in which the embezzlement occurred, on the ground 
that the loss is sustained when the embezzlement occurs, and that the time 
of the discovery of the loss bears no relation to the date it was sustained. 
In the instant case, however, the embezzled securities were not the property 
of the corporation, but were held by it in bailment, to be returned to the 
owners upon demand. At the time of the embezzlement the amount of the 
loss to the company could not be determined, for it was controlled by the 
replacement cost of the securities at the date of demand by the owners. 
The claims against the company might have been waived by the clients, and 
in that case the company would have sustained no loss. Furthermore, the 
liability of the company to the clients on account of the loss of the prop- 
erty held in bailment was not certain and might have been contested, the 
company contending that in a bailment for mutual benefit it is held to the 
exercise of ordinary care in relation to the subject matter thereof and is 
responsible only for ordinary negligence. New York Cent. R. Co. v. Lock- 
wood, 17 Wall. 357; Bleakley v. New York, 39 Fed. 807; Fairmount Coal 
Co. v. Jones, etc., Co., 134 Fed. 711; Smith v. British Steamship Co., 123 
Fed. 76. 

The amount expended by the M company was in fact a payment in 
settlement of a legal liability. The right of action of the clients accrued 
when the demand was made for the return of the securities. and the liability 
of the company was incurred on that date. Stevens v. Stevens, 132 Mo. A. 
624; Walker v. Bement, 94 N. E. 339; Woods v. Latta, 3 Mont. 9; Brown v. 
Cook, 9 John 361. In Walker v. Bement, supra, the court, speaking of the 
liability of a bailee, said: 

A loan of corporate stock to be returned on demand only obligates the 
borrower to return it on demand, and the right of the lender to money for 
the stock does not arise until failure to return on demand, and the right to 
the money arises out of the breach of the obligation to return on demand. 

In view of this opinion, in which the committee concurs, it is held that 
the loss incurred by the M company through the embezzlement of securities 
held in bailment by the company is an allowable deduction from gross 
income in 1917, the year in which demand was made by the bailors for the 
return of the securities, and the replacement made by the company. 
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Legal Opinion No. 1035 (Rev.) 


Section 214(a) 4, 5, 6, article 144: shrinkage in securities and stocks. (Also 
section 233, article 542.) (Also section 234, article 564) 


Income tax—Act of October 3, 1913, section G(b). Revenue act of 1916, 
section 12(a) second, section 12(a) third 


(1) Where a new corporation is organized having the same stock- 
holders with the same stockholdings as the old corporation, to which the old 
corporation transfers a large amount of stocks and bonds at a loss, less than 
1% of the purchase price being paid in cash and the balance being paid for 
notes secured by the stocks and bonds sold, possession of which was retained 
by the old corporation with power of sale in case of default, the new cor- 
poration having no other assets, the whole transaction will be regarded as a 
sham and a subterfuge to evade taxation and the loss will be denied. Article 
148, regulations 33, revised; article 144, regulations 45; article 77, regula- 
tions 4I. 

(2) A corporation derives no gain from a sale of its own stock pre- 
viously purchased by it. Article 542, regulations 45. But interest actually 
paid in cash or its equivalent by stockholders on sales of stock on credit 
to them is taxable income to the corporation. 

(3) A manufacturer and dealer in merchandise which also deals 
largely in securities is entitled to deduct in full interest on indebtedness 
secured by such securities under section G(b) of act of October 3, 1913. 
Such taxpayer is not entitled to deduct such interest in full under section 
12(a) third of the revenue act of 1916, since it is not “a dealer only” in such 
securities. Law opinion 621. 

On examination of the income and excess profits tax returns of the M 
company for the years 1912 to 1917, inclusive, several questions have been 
submitted for ruling. They will be treated separately. 

(1) The deduction of a loss of 475 dollars on securities sold to N 
company. 

The M company, engaged in an industrial business, owned certain stocks 
and bonds which it carried as liquid reserves available for opportune pur- 
chases of material. Most of these securities were listed on the New York 
stock exchange. They had cost (or were worth on March 1, 1913) 1,764* 
dollars; and the aggregate market value in November, 1917, was about 
475% dollars less than this cost. 

The stockholders of the M company established a new corporation, 
hereinafter called the N company, having the same stockholders with the 
same proportionate stock holdings as the M company. The N company then 
bought the stocks and bonds above mentioned from the M company at market 
prices. It paid the M company 12 dollars cash received from the sale of 
its capital stock, and gave for the balance of the purchase price its demand 
notes bearing 6 per cent interest with these same securities as collateral. 
It had no other assets. c 

The apparent effect of this transaction is to entitle the M company to a 
deduction of 475+ dollars as a loss and to substitute admissible assets in 
place of inadmissible assets in the computation of invested capital, : 

Section 12(a) second, of the revenue act of 1916, permits a corporation 
to deduct from gross income “all losses actually sustained and charged off 
within the year and not compensated by insurance or otherwise.” Regula- 
tions 33, revised, requires that losses must be “evidenced by closed and 
completed transactions.” : : Se 

Art. 148. Shrinkage in securities—A corporation possessing securities 
such as stocks and bonds cannot allowably deduct from gross income any 
amount claimed as a loss on account of the shrinkage in value of such 
securities through fluctuations of the market or otherwise; the only loss to 
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be allowed in such cases is that actually suffered when the securities mature 
or are disposed of. 

Substantially the same rule is repeated in article 144 of regulations 45. 

In the present transaction the identity of stock ownership of the two 
corporations has an important bearing on the questions of deductible loss. 
It is clear that under article 77 of regulations 41 these corporations would 
be deemed affiliated and required to file a consolidated return for excess 
profits tax purposes. In such case the intercorporate transactions would be 
eliminated and no loss could be claimed, and there would be no change in 
invested capital because of this transaction. But even as to income tax it 
is clear that because of the identity of ownership of the stock the M com- 
pany continued to be in practical control of the N company, and therefore 
in control of the securities themselves, so long as they remained in the 
hands of the N company. This form of disposition by the M company could 
have had no other purpose than to postpone the realization of gain or loss 
on these securities ; otherwise the M company would simply have sold them 
on the stock exchange. 

The retention of control, moreover, not only postponed liquidation but 
preserved the power of the M company to undo the entire transaction and 
revest itself with the securities without violating anybody’s substantial 
rights or interests. This power was made more effective by the retention 
of the custody of the securities as collateral to the notes with power to 
sell in case of default. 

Besides retaining the practical control of the securities the M company 
continued to carry the risk of their depreciation or loss; for although 
it had the absolute obligation of the N company in the form of the latter’s 
notes, the only assets behind the notes were these securities. The fact that 
the risk was theoretically lessened by the payment of 124 dollars cash is 
not very material, since that payment, received indirectly from the com- 
pany’s own stockholders, was less than 1% of the value of the securities. 

As a result of the transaction, founded upon joint proportional owner- 
ship of the stock of both companies, the M company retained substantially, 
and it was the whole purpose of the plan that it should retain any advantage 
from a rise in value of these securities; and for the same reason it retained 
the risk of loss. It is, therefore, clear that disregarding form and looking 
at substance the realization of this loss has beén postponed, and the trans- 
action is not a closed and completed one. The whole procedure is obviously 
a sham and device to evade taxation. 

In such cases the taxing authorities are not bound to recognize the forms 
adopted by the taxpayer to evade the imposition of taxes where such forms 
do not reflect an actual change in substance. (H. M. Louden Sons Lumber 
Company v. Elmer Township (Mich., 1900), 81 N. W. 965; Montgom- 
ery v. Marshall County (Iowa, 1911), 129 N. W. 329; Sisler v. Foster 
(Ohio, 1905), 74 N. E. 639; Shotwell v. Moore (1888), 129 U. S. 
590). The situation in this case does not indicate a bona fide change in 
legal relations made by the taxpayer to reduce taxes, but is mere sham and 
subterfuge which accomplishes no actual or substantial change in conditions 
and leaves realization of gain or loss for future determination. The loss 
apparently realized here is a mere bookkeeping transaction and not the result 
of a bona fide sale or other disposition of the securities in question. The 
claim of the M company for the deduction of the loss of 475% dollars must, 
therefore, be denied. ; 

(2) The question of profits on the sale of stock to various employees. 

The revenue agent included 4x dollars in gross income for 1912 and 
47x dollars in gross income for 1917 on account of profits from the sale 
of treasury stock previously acquired by the company by purchase and 
resold to employees at an advanced price. The taxpayer claims that these 
so-called sales were in fact merely options, and that for that reason it 
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should not be required to account for any gain. The nature of the agree- 
ment, however, becomes immaterial in view of article 542 of regulations 45, 
promulgated since the revenue agent’s report. That article provides in part: 

If, for the purpose of enabling a corporation to secure working capital 
or for any other purpose, the stockholders donate or return to the corpora- 
tion to be resold by it certain shares of stock of the company previously 
issued to them, or if the corporation purchased any of its stock and holds 
it as treasury stock, the sale of such stock will be considered a capital trans- 
action, and the proceeds of such sale will be treated as capital, and will not 
constitute income to the corporation. 

This principle applies with equal force to the revenue act of 1916 as 
amended and to the corporation tax act of 1909. No amount, therefore 
should be included in gross income for 1912 or 1917 as profit from the sale 
of treasury stock. 

(3) From further facts submitted by the taxpayer since the rendering 
of law opinion 1035, it appears that stock was sold by the M company to three 
of its stockholders at various times as follows: 

In 1909 the corporation entered into an agreement with B, one of its 
employees, with respect to the sale of ten shares of its stock which pre- 
viously had been issued for cash at par, and had then been donated back 
to the company by its stockholders for sale or other disposition for its 
benefit. By this agreement of sale the company agreed to issue to B ten 
shares of its capital stock for which he agreed to pay in cash in 1914, 50% 
dollars, and 6% per annum thereon from the date of the issuance of the 
to date of such payment, with the proviso, however, that in the event that in 
1914 B desired to surrender his rights to the stock he might do so, and there- 
upon be repaid any amounts paid on account, and be released from any 
further liability to the company on account of the purchase price. The 
ten shares of stock were issued as provided in the agreement, and were held 
by the company as security. In 1914, B having made no payment whatever 
under the terms of the agreement, entered into a new agreement canceling 
the old agreement. By the terms of this new agreement B agreed to pur- 
chase the ten shares of stock in question and to pay therefor in 1919 the 
amount of 65% dollars. The difference between the original price and the 
new price, viz.: 154 dollars, is, of course, 6% interest on sox dollars for 
five years, 

A similar contract of sale was entered into by C, another stockholder. 
In this case, however, C having made no payment whatever under his 
original agreement, the new agreement was not executed until 1915, ap- 
proximately one year after the maturity of the old agreement. By the terms 
of the new agreement C, as in the case of B, agreed to pay 65% dollars for 
yw shares of stock which he had previously agreed to purchase for sor 
dollars. 

Upon reconsideration it is held that the corporation received no income 
in 1914 or 1915 with respect to the above two items of so-called interest. 
An examination of the original agreements of sale, which are not set forth 
in detail herein, shows that the obligation on the part of the stockholders 
was to pay the 6% interest not annually, semi-annually or at any ified 
time during the life of the contract, but at the expiration thereof, i. ¢., 
as part of the purchase price of such stock. There is no indication that the 
parties intended that the corporation would be able to insist upon payment 
of the interest at any time prior to the expiration of the time fixed by the 
agreements. The new agreements in each case canceled and annulled the 
old one, the corporation specifically relinquishing any claim that it may have 
had. It must be concluded, therefore, that the corporation did not in 1914 
or IQ15, at the time the new agreements were made, receive payment of the 
interest in cash or its equivalent. The new contracts themselves cannot be 
considered the equivalent of cash, for they provide that if the purchase price 
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is not paid at the new due dates, the certificates of stock shall be surrendered 
to the company and canceled, and the company shall repay to the stock- 
holders any amounts which they have paid on account. 

In the case of the sale of stock by the corporation to A, another stock- 
holder, the facts were somewhat different. In that case a similar contract 
of purchase was entered into in 1912, maturing in 1917. But A, instead of 
entering into a new agreement at the expiration of the old one, exercised 
his right to purchase the stock by executing and delivering to the company 
his collateral promissory note for 65+ dollars, the stipulated purchase price 
sor dollars, plus 6% interest thereon for five years, amounting to 15+ 
dollars. The time of payment of this note does not appear, but so far as 
the evidence submitted is concerned, there is nothing to show that the note 
was not good and collectible. In this case the corporation received cash 
or its equivalent, and the note should be taken at its fair discount value 
when received by the corporation. So much of that fair discount value as 
represents the 15% dollars interest should have been included in the gross 
income of the corporation for the year 1917. 

(4) The revenue agent disallowed certain deductions of interest for 
1913, 1914, 1915 and 1916. 

In each of these years the agent permitted the deduction of the full 

amount of interest deductible according to the terms of the statute then 
in force, unless a further allowance is permitted under the provisos quoted 
below. Section G(b) of the act of October 3, 1913, reads in part: 
. Provided, that in case of indebtedness wholly secured by collateral the 
subject of sale in ordinary business of such corporation, joint stock company, 
or association, the total interest secured and paid by such company, cor- 
poration, or association within the year on any such indebtedness may be 
deducted as a part of its expenses of doing business. 


Section 12(a) third, of the revenue act of 1916, reads in part: 


Provided further, that in the case of indebtedness wholly secured by 
property collateral, tangible or intangible, the subject of sale or hypotheca- 
tion in the ordinary business of such corporation, joint stock company, or 
association as a dealer only in the property constituting such collateral or 
in loaning the funds thereby procured the total interest paid by such cor- 
poration, company, or association within the year on any such indebtedness 
may be deducted as a part of its expenses of doing business, but interest on 
such indebtedness shall only be deductible on an amount of such indebted- 
ness not in excess of the actual value of such property collateral. 

This company was originally organized to buy, sell and manufacture 
certain commodities, but in 1909 it greatly enlarged its powers so that it 
was expressly authorized to purchase, hold and dispose of stocks, bonds 
and other securities, and to borrow money on notes, bonds or other deben- 
tures. The company contends that the items of interest disallowed are 
paid on indebtedness of the company wholly secured by collateral consisting 
of miscellaneous stocks and bonds of other corporations, and in part by 
warehouse receipts for merchandise dealt in by the company. The revenue 
agent’s report supports this statement of the taxpayer. It is said on page 4: 

The company uses its stocks and bonds held in other companies as 
collateral. 

The company’s returns from 1912 to 1917 disclose that large amounts 
were received as dividends, and that from year to year such amounts 
fluctuated greatly, indicating in a general way considerable dealing in stocks. 
It would appear, therefore, that stocks and bonds are the subject of sale 
in the ordinary business of the corporation. This is, of course, true of the 
merchandise which in some cases furnished the security. It, therefore, seems 
clear that this is indebtedness wholly secured by collateral the subject of 
sale in the ordinary business of the corporation, and that interest paid 
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thereon is, therefore, deductible in full under the provisions of the act of 
October 3, 1913. This settles the question of interest for the years 1913, 
1914 and I9I5 in taxpayer’s favor. 

The provisions of the revenue act of 1916, however, are much stricter, 
and the benefits of this proviso are confined to interest paid on indebtedness 
wholly secured by collateral the subject of sale or hypothecation in the 
ordinary business of the corporation as a dealer only in the property con- 
stituting the collateral. This company is not only a dealer but a manu- 
facturer, and is not primarily a dealer in securities but only incidentally a 
dealer in securities and primarily a dealer and manufacturer in certain 
merchandise. It is not, therefore, entitled to the deduction of interest 
under this proviso in 1916, except as to interest paid on indebtedness, if any, 
secured by the hypothecation of merchandise or warehouse receipts therefor. 
This view is supported by law opinion 621 (revoked on other grounds by 
law opinion 634). 


(Nore: L. O. 1035 (rev.) supersedes O. 1035, ruling 21-20-0954.) 


Assistant Reviewer's Report No. 272 
Section 214(a) 8, article 168: depreciation of drawing and models 


Appeal of the M company, in re disallowance of certain claimed values 
as of March 1, 1913, of plant and equipment as a basis for subsequent de- 
preciation allowance. 

The committee has had under consideration the appeal of the M company, 
from the action of the income-tax unit in disallowing certain claimed values 
as of March 1, 1913, of plant and equipment as a basis for subsequent 
depreciation allowance. 

It appears that it had been the practice of this company, which was 
engaged in the manufacture of machinery, to charge to expense the cost of 
tracings, patterns and flasks necessary in their business instead of capital- 
izing such items, and the question arises as to the inclusion of the value of 
such items on March 1, 1913, in capital accounts for the purpose of deter- 
mining the proper basis for depreciation subsequent to that date. 

The company had an appraisal made in 1912, which appraisal did not 
include the items above enumerated. Although the letter transmitting the 
appeal states that the propriety of the acceptance of this appraisal is one 
of the questions submitted, it is understood that the unit concedes that in 
the absence of other evidence this appraisal, less depreciation to March 1, 
1913, should be accepted as the value on March 1, 1913, of items included 
therein, in which view the committee concurs. As before stated, this ap- 
praisal did not include tracings, drawings, patterns and flasks, and in 1920 
the company had an appraisal made as of the date of March 1, 1913, of the 
value of these items not previously included. It appears that the drawings 
are dated, and that the only properties included in the second appraisal, as 
of March 1, 1913, are those tracings and drawings which can be identified 
by date as being on hand March 1, 1913, and the patterns and flasks made 
in conformity therewith. 

The company states that from 1912 to 1916 it was engaged in repair 
work which required no new equipment of the character sought to be valued, 
and that in 1916 production was changed to machinery of a different char- 
acter, which manufacture continued up to practically the present time; that 
the manufacture of the former machines has just been resumed, and that 
consequently it is fairly demonstrated that all of such equipment must have 
been on hand March 1, 1913. The committee is of the opinion that this is a 
fair conclusion under the circumstances and should be admitted by the 
bureau. 

The second question is as to the method of determining the value on 
March 1, 1913, of this equipment. It is manifest that the taxpayers and the 
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bureau must constantly engage in the valuation of properties owned on 
March 1, 1913, for the purpose of determining profit or loss on the sale 
thereof, and it is the consistent rule to fix such values, even though no 
appraisals were made on or about March 1, 1913, by the best evidence which 
can be arrived at and upon “any evidence which will reasonably and ade- 
quately make it appear.” (Article 1561, regulations 45.) The method 
used by the appraisal company was to ascertain from data in their posses- 
sion the reproduction cost on March 1, 1913, of the equipment under con- 
sideration and to accept that, less depreciation from original acquisition, as 
the true value of that date. This appears to the committee to be a fair and 
reasonable method of determining value of equipment and to establish such 
value as nearly as it is possible now to do. In the absence of any evidence, 
therefore, showing that the values so established were not fair values as of 
that date, the committee recommends their acceptance. 

There is a question, however, in this connection not raised by the unit 
to which its attention is invited. To the extent that such items of equip- 
ment were charged to expense during the years from 1909 to 1912, inclusive, 
such charges were erroneous, and the income as reported for purposes of the 
excise tax act of 1909, was incorrect. The company should, therefore, be 
required as a condition to acceptance of these values to readjust its returns 
for those years by the inclusion in income of the cost so ascertained of all 
articles here authorized to be treated as capital from March 1, 1913. 

The committee therefore recommends, in the absence of evidence tending 
to controvert the values stated, that the appraisals of 1912 and 1920, as of 
March 1, 1923, be accepted as fixing values of equipment on March 1, 1913, 
for purposes of subsequent depreciation, and that the returns for 1909 to 
1912 be adjusted along the line above indicated. 





Association of Certified Public Accountants of West Virginia 


At the annual meeting of the Association of Certified Public Accountants 
of West Virginia, held at Charleston, August 19, 1920, the following officers 
were elected for the ensuing year: president, S. C. Board; vice-president, 
David A. Jayne; secretary, William T. Green. 





W. B. Castenholz draws attention to an error in the announcement rela- 
tive to his firm in the October issue of THe JourNAL oF ACCOUNTANCY. 
Offices of the firm are in Chicago, New York, Kansas City, Tulsa and 
Houston. 





William Dolge announces that he has admitted to partnership Benjamin 
H. Hicklin and George E. H. Satchell. The firm name will be William 
Dolge & Co., 311 California street, Sai Francisco, California. 





H. Braverman and W. I. Smith announce the formation of a partner- 
ship, with offices in the Kinney building, Newark, New Jersey, and the 
Bankers Trust Company building, Norfolk, Virginia. 





S. W. Park announces the opening of an office at 3412 Woolworth 
building, New York. 
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Students’ Department 
Eprtep By H. A. FINNEY 


Division OF Prorir oN SALE OF PARTNERSHIP GOODWILL 


Considerable space in the October Students’ Department was devoted to 
a reply to L. F. Ratterman’s contention that profits on the sale of partner- 
ship goodwill should be divided in the capital ratio. Space did not permit 
printing our reply in full in the October issue. 

In that issue we tried to show that the profit and loss ratio should apply 
in accordance with the argument of the partners as to the division of the 
profits. There remains to consider the matter of fairness, 

If partners make equal investments but share profits unequally, which 
is more equitable: to divide the profit on the sale of the goodwill in 
the capital ratio or in the profit and loss ratio? Mr. Ratterman contends for 
the capital ratio, because “that which is received (for the goodwill) is paid 
by the purchaser because certain extraordinary profits have been earned in 
the past, but when such profits were earned they were then divided on an 
unequal basis. To say that because one partner has already received a 
greater part of the profits, he should receive the greater part of an amount 
paid by a purchaser in excess of the real value of other assets acquired is 
altogether unreasonable.” And in an earlier letter he wrote: “Brown has 
received 60% of the goodwill before the sale is made, and to divide the 
$90,000 received for the goodwill as a profit in effect divides the same thing 
twice.” 

Some flaws appear in this argument. In the first place, what about the 
assertion that the payment for goodwill is made because certain extraordinary 
profits were made in the past—profits already divided? These extraordinary 
profits are significant only because they indicate that extraordinary profits 
will be made in the future. Brown and Smith are not selling past profits 
already divided; they are selling the right to extraordinarily large future 
profits. If they had chosen not to sell the business, they would presumably 
continue to divide these future profits in the ratio of 60% and 40%. Since 
they have chosen to sell their rights to these future profits the payment 
they receive should be divided in the ratio in which they shared the rights 
which they sold. 

One customary method of computing the value of goodwill is known as 
the “year’s purchase” plan. Using the profits of the past as a guide, an esti- 
mate is made of the annual profits which probably will be made in the future. 
The goodwill value is then agreed upon by purchaser and seller as a certain 
fraction or a certain multiple of this estimated annual future profit. The 
sellers are simply realizing the profit at the time of the sale instead of waiting 
to realize it year by year. If an unequal division of this profit would be fair 
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if postponed until a future date, where is the unfairness of immediately 
dividing it in the same unequal ratio? 

In the second place, what about the statement: “Brown has received 60% 
of the goodwill before the sale is made, and to divide the $90,000 received 
for the goodwill as a profit in effect divides the same thing twice.” It would 
seem more exact to state that in the past the partners have divided the income 
produced by the goodwill, and they are now proposing to divide the $90,000 
profit realized by the sale of the goodwill. 

Take an analogous case. Suppose that Brown and Smith had invested 
$410,000 in an orchard, dividing the income in the ratio of 60% and 40%. 
Efficient cultivation, pruning and spraying cause the trees to bear heavily 
and there is a large annual income to divide. Because of this fact they are 
able to sell the orchard for $500,000, so that there is a profit of $90,000 to 
divide. It is difficult to see that dividing the income from the orchard and 
the profit on the sale of the orchard “in effect divides the same thing twice.” 

Recognizing this distinction between the annual income from the good- 
will and the profit realized by its sale, is it equitable to divide the two items 
in the same ratio? This may be answered by considering two contrasting busi- 
ness policies. Brown and Smith might have embarked on a policy of question- 
able advertising which would sell goods but leave customers dissatisfied. 
For a while there might be large profits to divide but in the end there would 
be no goodwill. Or they might adopt a policy of conservatism and service 
at considerable expense in the early years which would eventually create a 
good reputation and a valuable goodwill. The profit on the sale of the good- 
will would be a realization of the gain which might perhaps have been made 
at the start by the adoption of another policy, and fairness would seem to 
require its division in the profit and loss ratio. 

There is still another reason why the gain on the goodwill should be 
divided in the profit and loss ratio. Presumably Brown receives 60% of the 
profit because he contributes more time or ability to the management of the 
business and the production of profit. Now the value of the goodwill depends 
upon and is proportionate to the amount of excess profit. If Brown is in- 
strumental in producing 60% of the excess profit it seems logical to assume 
that his skill and services produced the larger proportion of the goodwill. 

The question under consideration is the old one, decided long ago by ac- 
countants, as to whether the same ratio should govern the division of profits 
on operations and so-called profits on realization. The following quota- 
tion from Dickinson’s Accounting Practice and Procedure is of interest: 

“In the widest possible view, profits may be stated as the realized in- 
crement in value of the whole amount invested in an undertaking. Inasmuch, 
however, as the ultimate realization of the original investment is from the 
nature of things deferred for a long period of years during which partial 
realizations are continually taking place it becomes necessary to fall back on 


estimates of value at certain definite periods, and to consider as profit or loss 
the estimated increase or decrease between any two such periods.” 


All accountants agree that at best a profit and loss statement and a 
balance-sheet are estimates. The capital accounts shown by a balance-sheet 
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are the result of closing thereto estimated profits and losses. The true profit 
or loss which partners agree to divide in a stipulated ratio is not known until 
what Sir Arthur Dickinson calls “the ultimate realization of the original 
investment” takes place. The difference between the selling price of a 
business and the capital accounts of partners before the sale is an adjust- 
ment required to bring the estimated profits up or down to the true profits or 
“realized increment.” 

In contending that the profit on the sale of goodwill should be divided in 
the capital ratio, Mr. Ratterman is maintaining that the profit and loss 
sharing agreement should apply to only the annual, guessed-at profits. The 
expressed intention of the partners cannot be put into effect that way. 
Profits disclosed by “the ultimate realization” must be divided in the agreed 
ratio so as to correct any errors caused by the under-estimate or over-estimate 
of periodically divided losses and gains. If the estimated profits are divided 
in the agreed ratio periodically, the profits disclosed at dissolution which 
rectify the estimates must be divided in the same ratio or the true profits 
will not be shared as agreed. 

To illustrate, assume that A and B, with equal capitals and sharing 
profits in the ratio of 60% and 40% have during five years of operations set 
up a reserve for depreciation by annual charges to profit and loss. At the 
time of selling their business the books show: 


PI, ins py cnnadbccdbatessd0 abakeetoh ocean $150,000.00 
Reserve for depreciation. ..............eeeeeeeee 27,000.00 
TO CHIN oan ccdticndc 03900) 4dseeeceeaee $123,000.00 


The business is sold and the price agreed upon for the buildings is 
$132,000, Here is an apparent gain of $9,000. Now Mr. Ratterman states 
that “when partners are selling out they are no longer conducting the busi- 
ness,” and it seems fair to assume that he would not consider this $9,000 
one of those “usual operating profits” which he thinks partners have in mind 
when they agree to divide the profits on an unequal basis. Therefore, if he is 
consistent, he will advocate dividing this $9,000 profit equally. 

Should he do so? The “ultimate realization” shows that A and B realized 
$132,000 for buildings which apparently cost $150,000. The use of the build- 
ings for five years cost the partners $18,000, although they estimated that the 
cost was $27,000. This annual depreciation charge reduced the estimated 
profits $27,000 during five years, so that the profits credited to A and B were 
reduced as follows: 

A (60%) B(40%) Total 


Total estimated depreciation............. $16,200.00 $10,800.00 $27,000.00 
True amount disclosed at ultimate realiza- 
GUE sich bcte venescecdscauaeaueraens 10,800.00 7,200.00 18,000.00 





Required correction in profit and loss ratio. $5,400.00 $3,600.00 $9,000.00 


Applying Mr. Ratterman’s method, the $9,000 would be credited to A 
and B. 














383 











The Journal of Accountancy 





A B Total 
Debits for estimated depreciation........ $16,200.00 $10,800.00 $27,000.00 
“Unusual profit” divided equally.......... 4,500.00 4,500.00 9,000.00 
True expense (improperly divided)....... $11,700.00 $6,300.00 $18,000.00 
The depreciation expense should have de- 
creased the partners’ profit in the 
profit and loss ratio, thus............ 10,800.00 7,200.00 18,000.00 





Mr. Ratterman’s method makes A’s share of the expense $900.00 too 
large, and B’s share of the expense $900.00 too small. 

Mr. Ratterman might answer that this case and the case of goodwill are 
not analogous because the adjustment of depreciation is a correction of dis- 
tributed past profits while the profit on the sale of the goodwill is a realiza- 
tion of speculative future profits, Suppose, however, that the purchaser paid 
$9,000 more than book value of the building because of the rise in market 
price of real estate. This would seem to be one of Mr. Ratterman’s “specu- 
lative profits,” and as such he would divide it equally. But everyone knows 
that depreciation is purely an estimate, and in all probability the $0,000 is 
partly an adjustment of depreciation and partly a profit due to changes in 
market value. Since the depreciation is an operating expense borne in the 
60% and 40% ratio, Mr. Ratterman would have to divide the $9,000 into two 
elements: the correction of depreciation, to be divided in the profit and loss 
ratio, and the “unusual profit,” to be divided equally. How can he make this 
division? 

Mr. Ratterman may not consider that the principles involved in this case 
are the same as those involved in the division of goodwill. Let us go a step 
further. A partnership has a capital of $400,000 equally divided between 
A and B. C desires to buy and is willing to pay $500,000 because he thinks 
that the true capital has been decreased by excessive reserves for bad debts 
and depreciation, that the real estate has advanced in market value and is 
worth more than its book value and that the business has a goodwill. Here 
is a profit of $100,000 disclosed at the time of the sale. Can Mr. Ratterman 
divide it into its elements of corrections of usual operating profits to be 
divided in the profit and loss ratio and extraordinary or speculative profits 
to be divided in the capital ratio? Fortunately it is not necessary to make 
the division, as the entire $100,000 is a profit, divisible in the profit and loss 
ratio. 

Finally, since Mr. Ratterman is an attorney, let us examine the law. The 
following quotation is from Partnership, by Frank Hall Childs: 

“In settling a partnership estate the first consideration is the payment 
of partnership debts. All of the partnership property of every kind and 
character, including the goodwill of the firm, is included in the final account- 
ing. If there is sufficient cash to pay all claims, it is not necessary to convert 
the other property into cash. After the payment of all claims to third 


parties, the firm should next repay any loans or advances made by each 
partner to the firm. After the repayment of such loans, the firm should next 
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repay to each partner his original contribution of capital. After the repay- 
ment of capital, the surplus, if any, should be divided among the partners as 
profits. In the absence of an agreement to the contrary the profits are divided 
equally.” 

By inference, the surplus after paying debts and capital would be divided 
according to the profit-sharing agreement if one existed. In the problem 
presented by Mr. Ratterman, the liabilities are assumed by the corporation 
and there are no loans from partners. With $500,000 to divide, the capitals 
are first paid, and a surplus of $90,000 remains “to be divided among the 
partners as profits.” 

Mr. Ratterman declares that the division of this profit in the ratio agreed 
to by the partners is “altogether unreasonable.” It seems reasonable to us, 
since it conforms to the agreement; it is fair because it divides the profit on 
the goodwill in the ratio in which the partners contributed skill and services 
to its creation; it avoids the impossible task of distinguishing between cor- 
rections of prior profits to be divided in one ratio and so-called “speculative” 
profits to be divided in another ratio, and it complies with the requirements of 
the law. 


EFFECTIVE RATE ON SERIAL Eonps 
Editor, Students’ Department: 


Sir: Iam a subscriber of your magazine. If it is not too much trouble 
would you be kind enough to tell me how Sir Arthur Lowes Dickinson 
arrives at 8 3/16 per cent as the effective rate in his problem on page 138 
Accounting Practice and Procedure? 

The problem reads as follows: “An issue of $1,000,000 of bonds is made 
at 90, carrying interest at 5%, and redeemable at the rate of $50,000 each 
half year, at 100 for the first five years and thereafter at 105. Calculations 
made on these premises show that the effective rate of interest is approxi- 
mately 8 3/16%. Bonds are redeemed each year as specified, but they are 
purchased in the market at the following prices, viz. : 


| SOURS Breperrprre ere rece em a $ 92 
in. i. bn 6000 0+ 00 cbneaneiseneaeeee 93 
FE I nid nds 0c oncevcvine ssepeecdseueueeet 95 
i. SO rere er 97 
EE Ms pn cccu ne ccctcevccceneeed pues seamen 08 
SE SR cis ck ases seve coavessnaeehoe sehen 100 
SE FI nn x 00s oenn ee nechnndnpesins ane 102 
wink inc asc ce ccpecencecede taseebege 104 
Ninth and tenth, drawn at.............---eeeeeeeee 105" 


Also kindly inform me how he arrives at $125,000 as the discount on 
bonds. 





Yours truly, 
Epwarp A. Murpry. 
The total discount is computed as follows : 
Half the bonds are redeemable at 100............---.eeeeees $ 500,000.00 
The other half are redeemable at 105...........----+ee0005 525,000.00 
Total obligation .........sccccccsseccccccceseeevessecncess $1,025,000.00 
Dantes cat Bae... . «5 da bindntbeas doc cncts cs cenee eres 900,000.00 
ee ee ny seperti re ee 125,000.00 
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The effective interest rate is apparently computed somewhat as follows: 


90% of bonds outstanding first 6 months’ period............ 900,000.00 
90% of bonds outstanding last 6 months’ period.............. 45,000.00 
I eT a Ln $ 945,000.00 
Multiply by half the number of periods..................... 10 
Sum of effective principals for all periods.........  ........ $9,450,000.00 


This much of the computation merely utihzes the principle of arithmetical 
progression as a short method of determining 90% (since the bonds were 
issued at 90) of the par of the bonds outstanding each period, and finding 
the sum thereof. The same result could be reached as follows: 


First period: 90% of $1,000,000 bonds outstanding........... $ 900,000.00 
Second period: 90% of $950,000 bonds outstanding.......... 855,000.00 
Third period : 90% of $900,000 bonds outstanding............ 810,000.00 
And so on down to twentieth period: 90% of $50,000 bonds 

EE oo See 5.5) tele a cE che dates Maw ernie 45,000.00 
ES a Ce ee Ey Re 


The next step is to compute the total interest to be paid during the 
twenty periods, which includes interest on the par of the bonds, discount on 
issue and premium on redemption. 

Interest on par (by arithmetical progression) : 


First six months: 214% of $1,000,000. .............00ee eee $ 25,000.00 
Last six months: 214% of $50,000. ............... cece eeee 1,250.00 
ee CR OOM No os ko sc casos ccssectevipnaeea $ 26,250.00 
Multiply by half the number of terms.................+...- 10 
i cnc kawedceusee anes nt snneeuee neue sine anne 
chk bhi dnkd eKS eb OA eA 2c 004 eae eee 100,000.00 
Premium on redemption of last half of bonds................ 25,000.00 

TN in an we dia wna al weenie sé 6 wind & kak eae aed ae 


Of course it is understood that the effective rate is computed at the time 
of issuing the bonds, when the actual price at which they were eventually 
redeemed is not known; hence the effective rate is based on the contract 
prices of redemption. 

Then 387,500 + 9,450,000 = 4.10053, the approximate rate per period. 

Sir Arthur Dickinson uses 4.00375%, which is 4 3/32% per period of 6 
months, or 8 3/16% per annum. 

This approximate effective rate is computed on a simple interest basis, 
but it is applied on a compound interest basis, as indicated below: 
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First period: effective principal................. $900,000.00 

Add interest at 4 3/32% on $900,000.00.......... 36,843.75 
TO iis ctiieer ie PI ee $036,843.75 

CR AOS, ... ovaneussvakuc beamandued $25,000.00 

ated Ge, 2.45. sd isaes dated dees 50,000.00 75,000.00 

Second period: effective principal................ $861,843.75 


For the second period the interest is computed at 4 3/32% on $861,843.75, 
although in approximating the rate it was estimated that the interest would 
be computed on 90% of $950,000.00, or $855,000.00. This is the reason why 
the amortization of the discount is not exact when using the approximate 
rate of 4 3/32%. 

To obtain an exact amortization of the discount it would be necessary to 
determine the effective rate computed on a compound interest basis. Un- 
fortunately there is no formula by which this exact rate can be computed, 
but it is possible to obtain a closer approximation than 4 3/32%. The ap- 
proximate rate of 4 3/32% has the advantage of being easily computed. If 
the necessity for greater accuracy warrants the labor, a closer approxima- 
tion may be obtained as follows: 

Assume a trial rate as close to the true one as it is possible to guess. 
Compute the price at which the bonds would be issued to yield this rate. 
If a bond table is available showing values at the trial rate, the price can 
be taken therefrom. Where the bonds are redeemable serially, each re- 
demption is dealt with separately, and the values for all redemptions are 
added to find the value of the entire issue at the trial rate. If a bond table 
is not available, or if it does not show values at the trial rate, the values may 
be computed by discounting all benefits to be received by the holder of the 
bonds (interest and par, or interest and par plus premium) at the trial 
rate. 

If the price thus computed at which the bonds would be sold to yield the 
trial rate is greater than the price at which they actually were issued, the 
trial rate is too low. Repeat the process of computing the value at a higher 
trial rate. 

If the price at the first trial rate is less than the price at which the bonds 
were sold, the trial rate is too high. Compute the value at a lower trial 
rate. 

After obtaining two values at trial rates as close as possible to the actual 
selling price, but one value a little too large and the other a little too small, 
find the difference between the values at the two trial rates. 

Interpolate between the two trial rates by adding to the smaller rate a 
fraction of a percent obtained thus: 


Value at smaller trial rate, minus selling price 





- multiplied by 
Value at smaller trial rate, minus value at larger trial rate 
the difference between the trial rates. 
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To illustrate this procedure, the effective rate on a compound interest 
basis will be approximated, using the facts in Sir Arthur Dickinson’s illus- 
tration, as follows: 

$1,000,000 of bonds bearing 5% interest payable semi-annually. 

Bonds issued at 90. 

Redeemable serially; $50,000 each six months for five years at par; 
$50,000 each six months thereafter at 105. 

Since the effective rate, 8 3/16% per annum on a simple interest basis is 
to large a rate on a compound interest basis, a trial rate of 8% a year, or 
4% each six months, will be used. Bond tables invariably show effective 
rates on a compound interest basis, but they rarely show values to yield as 
high as 8%. Hence the value of the issue at the trial rate of 8% will be 
computed by discounting all benefits to be received by the holder of the 
bonds. Since interest is payable semi-annually, the trial rate will be 4% 
per period of six months. The present values of $1 at 4%, shown in the 
following statement, are taken from a book of interest tables: 


Computation of Value of Serial Bonds 
Trial rate: 8% per annum, or 4% per period of 6 months 








ER Eg S—8 2 E 

g* ce BES : ES 

End of oe a © Guns g 3.8 

period aS a & Ss 5 as 
(a) (b) (a) X (b) (c) (a) X (c) 
Gs .961538462 $50,000.00 $48,076.92 $25,000.00 $24,038.46 
2.. 924556213 50,000.00 46,227.81 23,750.00 21,057.21 
oo 888996359 50,000.00 44,449.82 22,500.00 20,002.41 
im 854804191 50,000.00 42,740.21 21,250.00 18,164.59 
Bi. .821927107 50,000.00 41,096.36 20,000.00 16,438.54 
6.... .790314526 50,000.00 39,515.73 18,750.00 14,818.41 
7.... .750017813 50,000.00 37,905.80 17.500.00 13,298.57 
8.... .730690205 50,000.00 36,534.51 16,250.00 11,873.71 
9.. -7025867 36 50,000.00 35,120.34 15,000.00 10,538.81 
10.... .675564169 50,000.00 33,778.21 13,750.00 9,289.01 
II.... .649580932 52,500.00 34,103.00 12,500.00 8,119.76 
12.. 624597050 52,500.00 32,791.35 11,250.00 7,020.72 
rs... .600574086 52,500.00 31,530.14 10,000.00 6.005.74 
14.... .577475083 52,500.00 30,317.44 8,750.00 5,052.91 
I5.... 555264503 2,500.00 29,151.39 7,500.00 4,164.49 
16.... .533908176 52,500.00 28,030.18 6,250.00 3,330.93 
a9... -513373246 52,500.00 26,952.10 5,000.00 2,566.87 
18.... .493628121 52,500.00 25,015.48 3,750.00 1,851.11 
19.. 474642424 52,500.00 24,918.73 2,500.00 1,186.6: 
20.. .456386049 52,500.00 23,960.31 1,250.00 570.48 





Totals. . $693,214.92 $200,301.34 
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The computation of the present values of the payments on principal and 
premium may be somewhat shortened as follows: 


Sum of present values of $1 at 4% for first 10 periods = .... 8.110895781 
ME Wie 0s si cvianensdsbacknwnes sod ceebehene $50,000.00 
Present value of first ten payments on principal.............. $405,544.79 
Sum of present values of $1 at 4% for last 10 periods = .... 5.470430570 
Diy Bale ss hana icc cdescoccisnccddessbactsce caseeeme $52,500.00 


Present value of last ten payments on principal and premium.. $287,670.10 


Present value of first ten payments on principal.............. $405,544.79 
Present value of last ten payments on principal and premium. . 287,670.10 


WE vids o cnnigakensivestnesseeuea piensa $693,214.89 


If sold to net 8% a year or 4% per period, the bonds would have 
brought 


Present value of par and premium...................4.0005- $693,214.92 
Preeeee We OE ES bivaséccsecenes cs aganceasctebapsees 200,301.34 
Total price on the basis of a trial rate of 8%............00005 $803,516.26 


Since $893.516.26 is less than $900,000.00, the actual selling price of the 
bonds, the trial rate, 8%, is too large. We shall next try 744% per annum, 


or 334% per period. 


Computation of Value of Serial Bonds 
Trial rate: 744% per annum, or 344% per period of 6 month 


Y 59 =] rT) i ev 

aS 5S gee 8 | $y 

3 os 64ge CS 5 

End of Se SE 3 Gy 3 BE 

period as as as &§ k- aS 
" iebs FF ee ee $25,000.00 $24,096.39 
eet ME.) > keupunce-  eaegnae 23,750.00 22,064.16 
ee 895438336 enapaels | eae 22,500.00 20,147.36 
pee Re -. “er euakas:, - ana 21,250.00 18,340.30 
Ssccks 831877682 sidbwves Leseeeee 20,000.00 16,637.55 
Giasend eo  ehcebes.. oousbiin 18,750.00 15,033.93 
, eeeeee:ti((‘ ke a See 17,500.00 13,524.50 
Gr ises eee > eevaeaie fi cdg 16,250.00 12,104.55 
Diisene CR a seeeesee 15,000.00 10,769.57 
Biveses CN Beers 2 Ree 13,750.00 9,515.28 
Sub-total. 8.212787252 (ave.) $50,000.00 $410,630.36 ........  seseeves 
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ere ee 12,500.00 8,337.60 
ree er’ —s skeen Ni 11,250.00 7,232.61 
Se ee ee 10,000.00 6,196.62 
Bisae SE 9 | Sha paige Gs ane 8,750.00 5,226.06 
Wussen ee. | ee er a 7,500.00 4,317.57 
is<c: Se ee ee 6,250.00 3,467.93 
-. ae ee” | ea ee eaies 5,000.00 2,674.07 
wens ee 3,750.00 1,933.06 
Mesias eS > yi gee od gag 2,500.00 1,242.13 
iiss eee! Bg Cees eg ek 1,250.00 508.62 
Sub-total. 5.683416061 (ave.) 52,500.00 208,370.30 ....-6.. 0 seveeeese 
Totals... $700,018.75 $203,459.86 
Summary : 
Present value, principal and premium.................. $709,018.75 
ee ee Eg 1's Sac eee R dees sot neeer eens kee 203,459.86 
Total value at trial rate of 334% per period............ $912,478.61 
Price on a basis of 334% per period................... $912,478.61 
Price on a basis of 4% per period...........c.cceeceees 893,516.26 
Difference due to 44% change in the rate.............. $ 18,962.35 
Price of a basis of 334% per period................00-- $912,478.61 
RR osc , divbk ad'nc scandens eeiann 900,000.00 
PROT RTOF  EORT TEETER T EE Te ee 
Then 
12,478.61 
———— of %% should be added to 334% to find the approximate rate 
18,962.35 per period 
12,478.61 
——_ of 4% = .164+ %. 
18,962.35 
Hence 
3.75% the lower trial rate, 
plus 
164% 








3.914% the approximate rate per period, 
and 
7.828% is the approximate rate per annum, 


If this rate were exact there would be no balance in the following 
schedule of amortization. This schedule illustrates the method of amortiza- 
tion by the scientific, effective interest method. The rate is a little too large, 
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causing an over-amortization of discount to the amount of $61.39. But this 
is a relatively small discrepancy considering the size of the loan and the 
amount of the discount, and it indicates that the approximate rate is very 


close to the exact one. 

















First period: effective principal.................. $900,000.00 
Add interest at 3.914% on $900,000.00........ $35,226.00 
DANG CIEE a. o:3.<k 0 nanvenaekeeenes 25,000.00 10,226.00 
WUD viacccedntcstssébendetieseeeeeee $910,226.00 
Less payment on principal................... 50,000.00 
Second period: effective principal................ $860,226.00 
Add interest at 3.914% on $860,226.00........ $33,660.25 
Be MINED 6, nxdor¥asavieeseeasaduesn sss 23,750.00 9,919.25 
NE i ose wk boca Hasek i4ide eee ee $870,145.25 
Less payment on principal................... 50,000.00 
Third period: effective principal................. $820,145.25 
Add interest at 3.914% on $820,145.25........ $32,100.49 
CS IND i nbd hick SR ices ies 22,500.00 9,600.49 
"ME 6 ns dieses atid eens ain eee alate $820,745.74 
Less payment on principal.................5. 50,000.00 
Fourth period: effective principal................ $779,745-74 
Add interest at 3.914% on $7790,745.74......-. $30,519.25 
et Re ree ee rer 21,250.00 9,269.25 
TO 40 isitissdis shea nee $780,014.99 
Less payment on principal...........--.eee0+ 50,000.00 
Fifth period: effective principal................. $739,014.99 
Add interest at 3.914% on $739,014.99........ $28,925.05 
Rae GURU i 3 cicecidcanstecsacessane 20,000.00 8,925.05 
Det ek dacvnsaccsdeaces  Siasesscanaaeuean $747,940.04 
Less payment on principal...............e005 50,000.00 
Sixth period: effective principal............+..+. $697,940.04 
Add interest at 3.914% on $697,940.04........ $27,317.37 
Rass GIN, on ccccsde ors 002 s00cquitntnen 18,750.00 8,567.37 











The Journal of Accountancy 


Total 

















sia -sap mabnene Males bs ERO Odes Oe e'e $706,507.41 
Less payment on principal.. 50,000.00 
Seventh period: effective principal............... $656,507.41 
Add interest at 3.914% on $656,507.41........ $25,695.70 
NE EE RE EY 17,500.00 8,195.70 
ES da aiid Reh a apne pie ek oak bai $664,703.11 
Less payment on principal................... 50,000.00 
Eighth period: effective principal................ $614,703.11 
Add interest at 3.914% on $614,703.1I........ $24,059.48 
a ee ee 16,250.00 7,809.48 
ED anughdl inden, eocvsanaddbeseiadsadecé $622,512.59 
Less payment on principal................... 50,000.00 
Ninth period: effective principal................. $572,512.59 
Add interest at 3.914% on $572,512.59........ $22,408.14 
ER ck t ui gee dks cereasivewdétecs 15,000.00 7,408.14 
REE a ae AO aera eee $579,920.73 
Less payment on principal................... 50,000.00 
Tenth period: effective principal................. $520,920.73 
Add interest at 3.914% on $529,920.73........ $20,741.10 
Se My acdbi bedded cectedbbedis sixes 13,750.00 6,091.10 
EE Meacdbetedbadensertedeeevdsdstinedeiss $536,911.83 
Less payment on principal................... 50,000.00 
Eleventh period: effective principal............... $486,911.83 
Add interest at 3.914% on $486,911.83........ $19,057.73 
EL. cot cenacdseduc dares edee chiens 12,500.00 6,557-73 
Ea Pate eee REE Eee, = Sem $493,469.56 
Less payment on principal and premium...... 52,500.00 
Twelfth period: effective principal............... $440,969.56 
Add interest at 3.914% on Seascutes OS uk 3 $17,259.55 
Less coupons. ; 11,250.00 6,009.55 
RNY dallas 6 is bdwehedthas aoee dorseesoges aan $446,979.11 
Less payment on principal and premium...... 52,500.00 
Thirteenth period: effective principal............. $394,479.11 
Add interest at 3.914% on $394,470.1I........ $15,439.91 
A DG 650s.c ies de be eeemebnnd Hr sceuee 10,000.00 5,439.91 
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FAO: ovn0c0cecendenciandenenaniaeene. $399,919.02 
Less payment on principal and premium...... 52,500.00 
Fourteenth period: effective principal............ $347,419.02 
Add interest at 3.914% on $347,419.02........ $13,507.98 
LD CN, fob 5 das cs cdaevss dU poeeneaes 8,750.00 4,847.98 
Tetel | seed costesstacd nen te $352,267.00 
Less payment on principal and premium...... 52,500.00 
Fifteenth period: effective principal............. $290,767.00 
Add interest at 3.914% on $299,767.00........ $11,732.88 
Lett. QURBIIIDS x icowaexdbbavs acct cacesaeuttss 7,500.00 4,232.88 
TO: 6 tieksscccogada dasa $303,990.88 
Less payment on principal and premium...... 52,500.00 
Sixteenth period: effective principal.............. $251,499.88 
Add interest at 3.914% on $251,490.88........ $0,843.71 
E60 GB c.0 a 0952.49 24 000sh asa 6,250.00 3,593.71 
TOU. 65:5 iskpdattiesstackansanoalawe $255,003.59 
Less payment on principal and premium...... 52,500.00 
Seventeenth period: effective principal........... $202,593.59 
Add interest at 3.914% on $202,593.59........ $7,929.51 
EGG: SUG. a ccciances iu Xs Cebtamatne ss ove 5,000.00 2,929.51 
BOO vs ni 0ciciscdubbiinwnthassbentansdanée daa $205,523.10 
Less payment on principal and premium...... 52,500.00 
Eighteenth period: effective principal............. $153,023.10 
Add interest at 3.914% on $153,023.10........ $5,989.32 
AOE. COI osc csv ceeds tite bees tu5 088 3,750.00 2,239.32 
TD: ci cactcicdhadsekiahnsnettediceasune $155,262.42 
Less payment on principal and premium...... 52,500.00 
Nineteenth period: effective principal............ $102,762.42 
Add interest at 3.914% on $102,762.42........ $4,022.12 
Lesh COUN ccdcetivesevinstassikawntes tas 2,500.00 1,522.12 
TOE. 00 vc vessthenidicimantigkonconmdnties $104,284.54 
Less payment on principal and premium...... 52,500.00 
Twentieth period: effective principal............. $51,784.54 
Add interest at 3.914% on $51,784.54......... $2,026.85 
EGGS GIs «0 oti bn dices anteneemnantices 1,250.00 77685 
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EE caicactdneacnnnn ds ates cen eeeabawe $52,561.39 
Less payment on principal and premium...... 52,500.00 
Balance: over-amortization of discount.......... 61.39 


If a still closer approach to accuracy is desired, it can be obtained as 


follows: 


$61.39 (total over-amortization) — 20 (number of periods) = $3.07 (average) 


$35,226.00 interest first period (as above). 


3.07 average over-amortization. 


‘ 


$35,222.93 closer approximation to correct interest, first period. 


$35,222.93 —- $900,000.00 (effective principal first period) = 3.91366% 


Schedule of Amortization 











Interest at Payment on prin- Effective 
Period 3.91366% Coupons cipal and premium principal 

$900,000.00 

 e $35,222.04 $25,000.00 $50,000.00 860,222.94 
irataes 33,666.20 23,750.00 50,000.00 820,139.14 
cccees 32,097.46 22,500.00 50,000.00 779,730.60 
ee ee 30,516.24 21,250.00 50,000.00 739,002.84 
ae 28,922.06 20,000.00 50,000.00 697,924.90 
Mikes aes 27,314.41 18,750.00 50,000.00 656,489.31 
ee 25,692.76 17,500.00 50,000.00 614,682.07 
_ SRO 24,056.57 16,250.00 50,000.00 572,488.64 
Or ahs aid 22,405.26 15,000.00 50,000.00 520,893.90 
ce ad 20,738.25 13,750.00 50,000.00 486,882.15 
ivchenas 19,054.91 12,500.00 52,500.00 440,937.06 
Mt akcaas 17,256.78 11,250.00 52,500.00 394,443.84 
_. Sanaa 15,437.19 10,000.00 52,500.00 347,381.03 
eo ardae 13,595.31 8,750.00 52,500.00 209,726.34 
eee 11,730.29 7,500.00 52,500.00 251,456.63 
oe 9,841.18 6,250.00 52,500.00 202,547.81 
Save eies 7,027.05 5,000.00 52,500.00 152,074.86 
Sececae, 5,086.04 3,750.00 52,500.00 102,711.80 
a 4,019.81 2,500.00 52,500.00 51,731.61 
awa 2,024.62 1,250.00 52,500.00 6.23 

$387,506.23 $262,500.00 $1,025,000.00 


Sir Arthur Dickinson uses this illustration to show the operation of a 











much shorter method of determining the periodical amortization. After dis- 
cussing the effective interest method and the equal instalment method, he 
says (page 138): 

“A third method, which may be called the bonds outstanding method, and 
which may safely be adopted where, by reason of complication in the terms 
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of issue and redemption, it is difficult or impracticable to determine the true 

interest rate, is to distribute the discount or premium over the period in the 

proportion that the bonds outstanding for each year bear to the sum of the 

bonds outstanding for all years of the currency of the loan. Any saving 

made by the purchase of bonds in the market is credited to income account.” 
The amortization by this method is computed as follows: 








Bonds outstanding first period................. $ 1,000,000.00 

Bonds outstanding last period................. 50,000.00 

Sum of first and last terms.................... $ 1,050,000.00 

Multiply by half the number of terms.......... 10 

Sum of bonds outstanding all periods........... $10,500,000.00 
Discount amortized : 

First period........... 100/1050 of $125,000.00 = $11,905.00 

Second period......... 95/1050 of 125,000.00 = 11,310.00 
And so on down to 

Twentieth period....... 5/7050 of 125,000.00 = 595.00 


In addition, the coupons paid each period are charged to interest, making 
the total as follows: 


Debit interest Credit cash Credit discount 

(total) (coupon) (amortization) 
Fiest ported......0s0 $36,905.00 $25,000.00 $11,905.00 
Second period........ 35,060.00 23,750.00 11,310.00 


Comparative Amortization Table 
Showing total charges to interest for coupons and discount 


Bonds Scientific effective interest method 
outstanding (approximate rates) 

Period method 4 3/32% 3.91366% 
SOP ee $36,905.00 $36,843.75 $35,222.04 
Tce nak tten +o ees 35,060.00 35,001.56 33,606.20 
ee 33,214.00 33,159.38 32,097.46 
Ritnadnrc events. 31,369.00 31,317.19 30,516.24 
Rr ontin. octuabens 29,524.00 20,475.00 28,922.06 
G Fa565 «cs ees 27,679.00 27,632.81 27,314.41 
| RE: Cee 25,833.00 25,790.63 25,692.76 
iso k's xcs rachael 23,988.00 23.948.44 24,056.57 
eee ee 22,143.00 22,106.25 22,405.26 
a dacs ens 20,298.00 20,264.06 20,738.25 
WG ki, sirasentaln seam 18,452.00 18,421.88 19,054.91 
OR, eo naxtiectiamea 16,607.00 16,579.69 17,250.78 
88. cikdseeedueedss 14,762.00 14,737.50 15,437.19 
Sei iivistt aie 12,917.00 12,895.31 13,595.31 
WGirii ec eitebauees 11,071.00 11,053.12 11,730.29 
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i ae eee ch kas $ 9,226.00 $ 9,210.94 $ 9,841.18 
ig asa ids sin Sie oi 7,381.00 7,368.75 7,927.05 
© ER Bee 5,530.00 5,526.56 5,986.04 
hi Apathy we taet 3,690.00 3,684.38 4,019.81 
a, eee 1,845,00 1,842.19 2,024.62 
. $387,500.00 $386,859.39 $387,506.23 
Under 640.61 Over 6.23 

$387,500.00 $387,500.00 


While the bonds outstanding method and the effective interest method, 
using the approximate rate of 4 3/32%, are sufficiently accurate to be used 
by an industrial concern issuing serial bonds at a discount, neither method 
is sufficiently accurate to be used by financial institutions such as insurance 
companies, where exact computation of income and amortization of premium 
or discount on owned securities is always desirable and is often required by 
law. In such cases only the scientific interest method, using as close an 
approximation as possible to the true rate, will produce sufficiently accurate 
results. 

The scientific method is particularly essential in cases of estates where 
the income is payable to a life tenant. Assume that the entire bond issue in 
the illustration is held by such an estate, the life tenant being paid each six 
months the amount of the coupons collected and the discount amortized, 

Using the bonds outstanding method: 


The life tenant would be paid during the first 7 periods........ $219,584.00 
While he should have been paid almost exactly the amounts 
shown in the third column of the comparative table totaling. 213,432.07 


EM, ceicnaines scan eter ensousmentimieaul beans $6,151.93 


Using the effective interest method but with the 4 3/32% rate: 


The life tenant would be paid during the first 7 periods........ $219,220.32 
Instead of . Seee ee EIE sD Chaiidie on 45 eran ows benassi ~ ee 
i Oe. cid sPidle tia ews covanps deabbbceedaseaen $5,788.25 


Editor, Students’ Department: 


Str: Wil! you kindly answer the following question? 

A corporation executed a loan September 15, 1907, of $600,000.00, for 
which it issued a series of 28 notes of $25,000.00 each, totaling $700,000.00, 
with interest at 8% per annum. The notes were due and payable one 
each month beginning October 15, 1967. What rate of interest was paid 
for the loan and bonus? What is the rate of amortization of bonus paid? 

Yours truly, 
STUDENT. 


If it were merely desired to amortize the bonus or discount with fair 
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equity over the 28 months, it could be done easily by the bonds outstanding 
method, as follows: 


Notes outstanding first period................00eeeceeeee 
Notes outstanding last period... ...........5. 00 ce cece ees 


Sum of largest and smallest terms.................--+-+ 
Multiply by half the number of terms................--- 


lgleglin 


es 


First month: write off 28/406 of $100,000.00 bonus, or $689.66. 

Second month: write off 27/406 of $100,000.00 bonus, or $665.02, etc. 

But the letter asks for the rate of interest paid on the loan and bonus, 
the writer apparently wishing to know the effective interest rate by which 
the bonus may be scientifically amortized. In order to compute this rate it 
is necessary to make an assumption as to the payment of the interest, and 
I am assuming that as each note is paid the interest accrued and unpaid to 
date is paid also, and that each six months the interest on notes then out- 
standing is also paid. Therefore interest payments are made as follows: 


First month: 1 month’s interest at 8% on $25,000... $ 166.67 
Second month: 2 months’ interest at 8% on $25,000.. 333.33 
Third month: 3 months’ interest at 8% on $25,000. . 500.00 
Fourth month: 4 months’ interest at 8% on $25,000.. 666.67 
Fifth month: 5 months’ interest at 8% on $25,000... 833.33 
Sixth month: 6 months’ interest at 8% on $25,000.. 1,000.00 $3,500.00 








Multiply by 4 to compute total of four series of six months 
each, or total monthly interest on notes paid up to and 


ree Bio 0 0 on 6542 4b0ssncenebbunmenen $ 14,000.00 
RORgaaR WU ins koe hens saves ernbbaadsncksos bn eneknds 166.67 
" SS. xceh nce gawd a ecceeeiciae ae ke eee 333.33 
™ GS i 8 Ce annd doc bUeRe eee Vea see 500.00 
2 ken vn ckiss ee rndiblasaisaisesi ties 666.67 
Sixth month: 4% on $550,000 notes outstanding............. 22,000.00 
Twelfth month: 4% on $400,000 notes outstanding........... 16,000.00 
Eighteenth month: 4% on $250,000 notes outstanding........ 10,000.00 
Twenty-fourth month: 4% on $100,000 notes outstanding. ... 4,000.00 
Total interest paid in 28 months...................... $67,666.67 
PIGS o's sacetecececcovsedteres sete 100,000.00 
Se RIE DA Rao via 0056 0k hetkan eae $167,666.67 


I shall use this problem to illustrate a trial and error method by which 
the effective rate may be computed with almost perfect accuracy and without 
the use of interest tables. 
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First, the rate will be approximated by the method used by Sir Arthur 


Dickinson to obtain his rate of 8 3/16%. 


Effective principal, first month: 6/7 of $700,000. ............. 
Approximate effective principal, last month: 6/7 of $25,000. . 


ee oes elu keseh eneaén anneal 
Multiply by half the number of terms...................... 


Sum of approximate effective principals for all months...... 


$600,000.00 


21,428.57 


$621,428.57 
14 


$8,700,000,00 


Then $167,666.67 ~ 8,700,000.00 = 1.936 + %, rough approximation of 


effective rate. 


But we found in the preceding problem that this approximate rate is too 
large on bonds issued at a discount, because it is computed on a simple 


interest basis instead of on a compound interest basis. 


We shall, therefore, 


assume a trial rate somewhat smaller, and work out the amortization. 


Using 1.90% a month, the amortization is as indicated below: 











First month: effective principal.................. $900,000.00 
Add interest at 1.9% on $900,000............. 11,400.00 
NR Oe Sa te Slaps aa $911,400.00 
a on wb uc x's oc oiaonn goes xe aah $25,000.00 
Ne ke oe 166.67 25,166.67 

Second month: effective principal................ $586,233.33 
Add interest at 1.9% on $586,233.33.......... 11,138.43 
sta tees anne wanna camees eemene ss $507,371.76 
OE So bs cecpae ec eeees cewemee $25,000.00 
SE IN ok oic0-0 6 ec eudpakana en eas vac 333-33 25,333-33 

Third month: effective principal................. $572,038.43 
Add interest at 1.9% on $572,038.43.......... 10,868.73 
eT ee eR PR eee aoe oe $582,907.16 
I OE MD. cc cceccanhveschpemeneesh $25,000.00 
eas Ts wane ce cndmier bainws kets 500.00 25,500.00 

Fourth month: effective principal................ $557,407.16 
Add interest at 1.9% on $557,407.16.......... 10,590.74 
MEE. Ripeduibinwss cebebse dvinkios soctecccdnene $567,997.90 
GEE 6 nsdcan ss aheveopace¥e eecte $25,000.00 
i.  sascacceseanebseaeabens 667.67 25,666.67 
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Fifth month: effective principal................. $542,331.23 
Add interest at 1.9% on $542,331.23.......-.. 10,304.29 
Teh: . ccskthewssndnsisédsewuteneeeee $552,635.52 
Dent et nos os. 6c dcesdenkeaneenss $25,000.00 
ateneeh GROIN aos cc's ddd dangas deen denebe 833,33 25,833.33 

Sixth month: effective principal................. $526,802.19 
Add interest at 1.9% on $526,802.19.......... 10,009.24 
TE «. dedniisticcqoncncnntdnssbekbanamaienee $536,811.43 
DE ON GE inc is.db bcos scck sk cdkeakens $25,000.00 
I OR ic is St diaen eos obsdbeens 1,000.00 
Interest on notes outstanding................ 22,000.00 48,000.00 

Seventh month: effective principal............... $488,811.43 
Add interest at 1.9% on $488,811.43.......... 9,287.42 
TE 5 ince ncde tncsanesiasenestbasnhedianal $498,008.85 
en ee ee are $25,000.00 
Fetenest GH occ bac bin derceecctendscnsens 166.67 25,166.67 

And so forth down to the 28th period: effective 

SE... cduchawtsorinegeincess tetneih $36,716.38 

Add interest at 1.9% on $36,716.38........... 697.61 

Det . cuntsistivess inten seme $37,413.99 
i Uk Be eer ee re $25,000.00 

PE GI sins é.0 85k vs 00 cn 0cneueneeel 666.67 25,666.67 

Over-amortization caused by too high a rate...... $11,747.32 


Another attempt will now be made to approximate the rate by dividing 
the total interest by the sum of the approximate effective principals; but 


instead of using 90% of the notes outstanding each period as 


the effective 


principals we shall use the effective principals shown in the schedule of 


amortization at 1.9%: 


POE CI on. oc xs vila pedebe leeds shsuneeuhsaneeeeee 
Second period 
Third period 
Fourth period 
Fifth period 
Sixth period 
Seventh period 
Et cetera, down to twenty-eighth period............... 


ee es 


ee ee 


ee ee 


ee 


eee ee eee eee eee eee eee eee ee ee | 


$ 900,000.00 
586,233.33 
572,038.43 
557,407.16 
542,331.23 
526,802.19 
488,811.43 


36,716.38 
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But these effective principals are too large, as shown by the fact that 
there is a remainder of $11,747.32 at the end of the twenty-eighth period. 
This excess increased in an approximate arithmetical progression from be- 
ginning of 


NN on ce ph eons cpeiesidibosseucecedi re) 
EE SEP CPOE POET ESE MELT, 


MEE cuvidesedane év.cs cnlvéen bakhadeeken coher 1 eee 
Multiply by % of 29 $170,336.14 





Estimated sum of effective principals $0,272,506.14 


Then 167,666.67 — 9,272,506.14 — 1,8082%. 

Trying 1.81%, there is a remainder or over-amortization of $9.24 at 
the end of the twenty-eighth period. This discrepancy is so small that for 
most purposes there would be no object in computing the rate to a greater 
degree of accuracy. If necessary, the above method can be applied again as 
follows: 

Sum of effective principals in table of amortiza- 
ti She ie sce he eek x 6a KES $09,263,861.23 

Over-amortization at 1.81.%...............e000. $9.24 

One-half thereof 

Multiply 4.62 by 29, and deduct the product 133.98 


Estimated total of effective principals $9,263,727.25 


Then 167,666.67 + 9,263,727.25 — 1.809926 + %, the effective rate per 
month. 





Illinois Society of Certified Public Accountants 
At the annual meeting of the Illinois Society of Certified Public Ac- 
countants, September 14, 1920, the following officers were elected: presi- 
dent, C. R. Whitworth; vice-president, G. W. Rossetter ; secretary-treasurer, 
John K. Laird; directors, Andrew Sangster, John Medlock, Frank M. 
Boughey and W. B. Castenholz. 





Lybrand, Ross Bros. & Montgomery announce the opening of an office 
in the Book building, Detroit, Michigan, under the supervision of T. B. G. 
Henderson, and under the direct management of Richard Fitz-Gerald and 
Conrad B. Taylor. 





Dennis & Young announce dissolution of partnership. W. H. Dennis 
announces that he will continue in practice at 87 Nassau street, New York. 





Thomas J. O’Brien, Jr., announces the opening of offices in the Liberty 
Bank & Trust building, Savannah, Georgia. 
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